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Some Problems in Depreciation*
By J. Hugh Jackson
Every writer on the subject of valuations and of accounting
in general has given more or less attention to the problem of
depreciation; yet every careful student of depreciation fully real
izes that much yet remains to be done. In this brief paper, only
three points of interest and of importance will be discussed—
points which affect in a vital way our every day practice in ac
counting, and our understanding of the fundamental meaning of
depreciation.
Before taking up these special problems, however, it is well
to observe anew the fundamental purpose of the depreciation
charge. This purpose is two-fold. In the first place, every ex
penditure for equipment, supplies or materials of any kind is a
cost of producing commodities during the economic life of those
assets. Inasmuch as supplies and materials are entirely consumed
in one or, at most, a few processes of production, these items are
obviously costs of the current accounting period. But in the case
of long-life equipment lasting over several accounting periods,
the total cost must be apportioned to the several periods in which
this item of equipment will help to produce income. This is
depreciation.
But a second purpose of the depreciation charge, in apportion
ing to the several accounting periods the value of the asset due to
its use for productive purposes, and due to the passage of time,
is to show the asset at its net value on the balance-sheet and in
the books of the business. The question at once arises as to
* A paper read at the New England regional meeting of the American Institute of
Accountants, Boston, December 8, 1920.
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whether the depreciation charge can accomplish both these pur
poses, and, in case both cannot be accomplished, which shall take
precedence. Accountants themselves may be assumed to under
stand the relative importance of these two purposes of the
depreciation charge, but the belief is prevalent among laymen
that the showing of true values on the balance-sheet is the sole
thing intended. And so immediately there arises criticism of the
whole accounting scheme. Engineers tell us that a machine with
an economic life of ten years is not one-half worn out at the end
of five years, but that if the machine is producing as efficiently, at
that moment of time, an identical new machine it is worth its costnew value. Perhaps at the end of eight or nine years, such a
physical valuation would show the machine worth 50 per cent. to
70 per cent. of its original cost—even though in another year or
two the machine must be scrapped. We are thus told that our ac
counts are incorrect and largely worthless, and that they do not
show the true going-concern value of the assets. An economist
of national repute informs us that depreciation over and above
adequate repairs, replacements and renewals is a mere abstraction
—a bookkeeping fiction; while even Dicksee, in his Advanced Ac
counting (p. 5) says there is not necessarily any close connection
between the intrinsic value of capital assets at any given moment
and the (depreciated) value at which they appear in the books of
account.
This leads us to conclude that the whole purpose, or even the
main purpose of depreciation is not to show values on the balancesheet. What, then, is the main purpose of the depreciation charge?
Briefly, the main purpose of the depreciation charge is to dis
tribute proportionately over the economic life of the asset the net
outlay of capital. This annual charge may leave an amount hav
ing little relation to the actual value of the asset at a particular
moment, and so the man interested only in valuations may feel
that it is a fiction; but it is the one safe and sound basis upon
which business today can venture to operate. The total net out
lay for wasting assets must be absorbed by all the output of that
asset or group of assets, and not by that part of the output pro
duced during the rapidly declining efficiency of the assets. This
means that the expense must be distributed over the entire period
during which the assets are productive, and this is why the de
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preciation charge is made annually from the installation of the
plant units—even though such procedure may mean that the writ
ten-down book value of the assets, as reflected by the balancesheet, is not their real value at a given moment to a going concern.
On What Basis Shall Depreciation Be Computed?
Of the problems discussed, the first deals with the somewhat
common question, resulting from this period of rising prices, as
to whether depreciation should be computed on the basis of the
cost of wasting assets or on the basis of what it will cost to re
place these assets when worn out. To make the problem concrete,
assume a manufacturing plant which originally cost $1,000,000 (or
which had that value at March 1, 1913), and that it would re
quire $2,000,000 to replace it. Shall the annual depreciation
charge to operations be made on the basis of the $1,000,000 or
on the basis of $2,000,000 ? Or, to express it another way, is the
purpose of the depreciation charge to maintain the capital in
vestment or is it to replace the physical plant ?
It is well recognized among accountants that the cost of doing
work or of producing commodities of any kind includes the loss
due to the physical and functional depreciation of fixed assets.
This wearing out and this obsolescence loss take place during the
life of these particular assets. Hence, this expense is charge
able against the product turned out during the life of these as
sets and not against the product turned out after their lifetime.
If a true cost is to be obtained, therefore, the original cost of the
equipment, less any salvage value, is the depreciation expense
chargeable to the total output of a unit of plant during its eco
nomic life. The fact that the equipment cannot be replaced at
the same cost, but only at much more, has nothing to do with the
cost of the present product but only with the cost of future prod
uct turned out by the subsequent plant. True cost, therefore, can
be obtained only by including as the total depreciation charge the
loss based on the original cost of the equipment.
However, the fact that true cost can be obtained only by com
puting the depreciation charge on the original cost of the equip
ment does not mean that prices must be fixed on the cost figures
. so obtained. This would mean that the customer would get the
use of low-cost equipment in the days of high-cost equipment.
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Whether the manufacturer or the customer shall get this advan
tage is a question of policy or expediency and not of pure ac
counting. As most equipment now in use was purchased when
prices were considerably lower than now, true costs are lower
than they would be if the charge to operations for depreciation
were made on the basis of replacing the present physical plant at
the present price level. So, unless a somewhat greater percentage
is added to cost to obtain the selling price, the customer gets the
benefit arising from the purchase of equipment when prices were
lower than now. This policy concerning selling price cannot alter
actual cost, however, for the current price level cannot determine
the depreciation expense chargeable to operations.
Whether the customer or the producer shall have the advan
tage of the low-priced equipment will determine the composition
of the selling-price of the commodity. In case the customer reaps
the advantage of the low-cost equipment the selling-price of the
article will be made up of (a) a certain sum representing cost
and (b) a sum representing normal profit. In the other case the
selling-price must equal (a) a certain sum representing cost, (b)
a certain sum representing additional provision for replacement
(being an actual surplus and measuring the amount of capital con
tributed by the customers to compensate the manufacturer for
the excess value of his equipment at whatever the market price
may be at that time and without considering at all what the plant
may have cost) and (c) a balance as normal profit. Upon the
wearing out of the original equipment the books will show, if the
estimated life of the asset was correct, the reserve (or allowance)
for depreciation account credited for the original cost, less
salvage, of the plant; while a reserve for replacements or simi
lar account will be credited for as much of the increased cost of
replacing the equipment as the business had succeeded in collect
ing from its customers. As pointed out in a previous article by
the author, appearing in The Journal of Accountancy, the
closing entries for both accounts would be very simple. By this
method the proprietor would get the proper return for his more
valuable equipment, and at the same time have the benefit of know
ing his true costs.
This computing of the depreciation charge upon the original
cost of the equipment is not only sound in theory but is largely
84
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followed in practice. Both the interstate commerce commission
and the internal revenue bureau hold that depreciation shall be so
computed, unless a satisfactory reason can be advanced for using
some other basis. In the interstate commerce commission’s class
ification of operating revenues and operating expenses of steam
roads, effective July 1, 1914, special instructions, section 8, it is
provided that the “depreciation charges shall be based in each
instance upon the percentage of the original cost (estimated if
not known), ledger value or purchase price of the property de
termined to be equitable by the carrier’s experience and best
sources of information as to the actual current loss from deprecia
tion. A statement of the bases used by the carrier for computing
these charges shall be included in its annual report to the com
mission.” The original adoption of the interstate commerce com
mission’s classification of accounts probably meant a considerable
change in the methods of account-keeping for many of the rail
roads, so the commission naturally adopted at that time a policy
of some latitude, yet clearly placing emphasis on the cost value
of the assets. If the property was produced by the carrier itself,
it was original cost, even though the lack of previous accounting
made an estimate of that cost necessary. If the property was pur
chased, it was purchase price, which again may be called cost
value to the purchaser. Even ledger value, if the accounts had
been properly kept, would mean cost value, and if ledger value
and cost value were not synonymous when these classifications
went into effect, they will become more and more so, under the
interstate commerce commission’s supervision and regulation, as
the years progress. The directions for the specific accounts pro
vide that the depreciation charges “shall cease when the differ
ence between the ledger value and the estimated scrap value shall
have been credited to the accrued depreciation account.” All this
tends to prove our thesis that the purpose of the depreciation
charge is to maintain the investment, and not necessarily to main
tain the physical property.
It is interesting to note, however, that since the interstate com
merce commission’s classification of accounts does not require
depreciation reserves to be set up for fixed property, but permits
the roads to charge to maintenance all expense incurred in main
taining it, these charges maintain (or replace, if necessary) the
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physical property, instead of simply maintaining the capital in
vestment. This is true, even though the interstate commerce com
mission definitely states that the loss from property chargeable as
operating expense shall be the difference between the ledger value
and the estimated scrap value of the property considered.
The internal revenue bureau has laid down the rule, even more
strongly than has the interstate commerce commission, that depre
ciation must be computed on the cost value of the assets, and that
when the difference between this cost value and the residual value
of the plant has been charged off as depreciation expense, no
further depreciation may be written off. Due to the fact that our
income tax dates back only a few years and that it would ob
viously be unjust on the part of the government to penalize busi
nesses for the poor accounting or lack of accounting methods be
fore that time, the internal revenue bureau, not as a matter of
principle, but as a matter of expediency, provides in regulations
45, Article 164, that “the capital sum to be replaced by deprecia
tion allowances is the cost of the property in respect of which the
allowance is made, except that in the case of property acquired
by the taxpayer prior to March 1, 1913, the capital sum to be re
placed is the fair market value of the property as of that date.” A
moment’s consideration will show that this is no compromise of
principle, for, as soon as assets in use at March 1, 1913, are worn
out, only the original cost of assets will be accepted as a basis for
depreciation. The regulations clearly set forth that the purpose
of the depreciation charge is to maintain the capital investment and
not to replace the plant.

Treatment of Unexpected Loss From Obsolescence
A second problem of present interest concerns the unexpected
loss arising from obsolescence. Shall this capital loss or this loss
as yet unprovided for through the annual charge for depreciation
(even though the provision for depreciation does supposedly in
clude an amount necessary to cover obsolescence) be charged
against the accumulated profits of previous years as reflected in
the surplus, or shall the amount be charged into operations as a
cost of the current or following periods ?
Aside from such regulations as may come at once to mind, the
problem is not without interest. The product of every manu86
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facturer has its selling price determined by competition or by the
maximum return possible under the supply-and-demand sched
ules of a monopoly or by the addition of a fixed percentage to the
cost. The latter is really governed by one of the two former
factors or by a combination of them.
If the selling price of the commodity is determined by com
petition, it may be assumed that no more could have been received
for the product, regardless of its cost. To state this another way,
the return from sales could not have been any greater even if this
additional depreciation or obsolescence had been included in the
cost of the product sold. It is obvious, therefore, that the margin
between selling price and cost was greater than it should have
been and that the profits of previous periods were correspond
ingly over-stated. This being true, the unforeseen loss must be
charged against the accumulated profits of these past years, thus
bringing that figure to what it really should have been.
In the case of the maximum return possible under the sup
ply-and-demand schedules of a monopoly, it may be assumed that
the unit selling price could not have been increased and the same
number of units of product sold. This additional loss has in
creased the cost per unit of commodity produced, and it is possible
that, had this extra item of cost been known, a different selling
price might have been fixed. However, by the economic law of
monopoly prices,* the manufacturer would not recover from the
customers any of the loss resulting from the unforeseen obso
lescence. Again, therefore, the entire amount must be charged
against the otherwise over-stated profits of those years during
which the now obsolete machine has been in use.
In the case of cost-plus contracts it may appear at first thought
that this loss unjustly cuts down the profits already recorded for
these periods. If this additional obsolescence had been included
in production costs, the business would not only have got back
that amount, but also would have received the regular percentage
of profit on that expense. This would assume, of course, that the
business would have got all the contracts it did get or their equiv* Professor Marshall, in his Principles of Economics, page 480, ¶ 4, in speaking of
decreases or increases in the cost of production under monopoly conditions, says:
“Whatever be the price charged and the amount of the commodity sold, the monopoly
revenue will be increased or diminished, as the case may be, by this sum; and there
fore that selling price which afforded the maximum monopoly revenue before the
change will afford it afterwards. The change therefore will not offer to the monopolist
any inducement to alter his course of action.”
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alent at the higher cost to the customer, but this assumption is by
no means certain. The profits may not in this case have been
overstated, and the business may feel that this loss should be held
in suspense and charged as an expense to future contracts. But
this raises the question as to whether or not future customers
should be charged for under-charges made to past customers. The
answer seems obvious; also, as has been pointed out, the total cost
of an asset must be absorbed by the product turned out during
its life and not by any product produced after it has been dis
carded. So, even in this case, for the two reasons just given, it
becomes necessary to absorb this unforeseen loss from obso
lescence through the accumulated profits of past periods—the total
returns from any machine or group of machines necessarily ab
sorbing the entire capital outlay on account of those assets.
It is interesting now to turn from the theory to actual prac
tice regarding this type of loss. In the interstate commerce com
mission’s classification on operating revenues and operating ex
penses of steam roads, effective July 1, 1914, under operating ex
pense accounts special instructions, paragraph five, it is provided
that “the ledger value (less salvage and the credit balance in the
accrued depreciation account with respect to the property retired)
of fixed improvements retired and replaced with property of like
purpose, together with the cost of removing the property retired,
shall be included in the accounts appropriate for the repairs of
the property before retirement.” This means that this unfore
seen and unprovided-for loss shall be included in the expenses of
operations for the year. Whether the amount is carried directly
to the accumulated profits (profit and loss, in this classification),
thus permitting the current year to show its normal profit, or the
current year shows a correspondingly small profit and the ac
cumulated profits remain unchanged, the same result is reached
at the close of the period in which this unforeseen loss occurs.
However, it does not seem just thus to burden the current year
with the mis-estimated depreciation cost of former years.
These special instructions further provide that
in case the amount chargeable as operating expenses for property retired
and replaced is relatively large, and its inclusion would seriously distort the
expense accounts for a single year, the carrier, if so authorized by the com
mission, may charge the amount thereof to balance-sheet account No. 726,.
“property abandoned chargeable to operating expenses,” and distribute it
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thereafter, in accordance with the provisions of that account to the operating
expenses of succeeding years.

Or,
if so authorized by the commission, the carrier may charge to profit and
loss any extraordinarily large item representing the cost of property retired
and replaced, instead of charging such item to operating expenses. The
carrier shall file with the commission a statement of the cost and a descrip
tion of the property retired and the reasons which, in its judgment, indicate
the propriety of charging the cost of such property to profit and loss.

Inasmuch as under this classification of accounts no provision
for depreciation need be made, unless desired, for fixed improve
ments, these large amounts representing the difference between
ledger value and residual value, less the accumulated credit to the
reserve for depreciation accounts, will often represent elements
other than unforeseen loss from obsolescence. But, if so author
ized by the commission, any or all of these charges may be charged
against the accumulated profit and loss. Inasmuch as the assets
have been in use over a period of years, unless the charge to opera
tions on account of retirements and replacements of composite
plant is fairly uniform from period to period, in which case the
result is the same though the theory remains unchanged, the total
cost therefor is chargeable to the entire period of the economic
life of the assets. The gross loss, upon their retirement from ser
vice, should be chargeable against the accumulated and corre
spondingly over-stated profits of those same years.
As regards the regulations of the internal revenue bureau,
article 143, regulations 45, provides that
when through some change in business conditions the usefulness in the
business of some or all of the capital assets is suddenly terminated, so that
the taxpayer discontinues the business or discards such assets permanently
from use in the business, he may claim as a loss for the year in which he
takes such action the difference between the cost or the fair market value
as of March 1, 1913, or any asset so discarded (less any depreciation allow
ances) and its salvage value remaining.

Special provisions then follow requiring full explanation as
to why the assets were discarded, and additional provisions (arti
cles 181-188, regulations 45) take care of special losses arising
from amortization of assets used especially for war production.
It may seem that all these legal provisions violate the accounting
principles as above stated, but a little consideration leads one to
conclude that whatever violations may exist result not from any
desire to set aside the principles of good accounting, but from
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business expediency. The author well remembers Rearing one
of the leading accountants in America, and a partner in one of
the great national firms, say that while it was the policy of the firm
always to adhere in practice to the best recognized principles of
accounting, oftentimes expediency required them to depart some
what from those principles. That is very largely the condition
here. Suppose, in the case of an asset having an estimated life
of twenty years, that annually for twelve years 5 per cent. of its
value has been written off on the books of the business and has
been taken as an allowable deduction on the federal tax return.
In the thirteenth year, unforeseen by anyone, a new invention
makes the old asset worthless. It would have been entirely possible
for the internal revenue bureau to have said that if the business
desired to deduct that loss, it must revise its returns for the twelve
years past and write off for each of those years the additional
portion of the loss that rightfully belonged to each year—but what
a protest there would have been from taxpayers everywhere. Ex
pediency and common-sense demanded that obsolescence loss be
handled as provided in this article 143. It should be observed,
however, that the article does not provide how the loss shall be
recorded on the books except that “to be deductible under this
exception” the amount “must be charged off on the books and
fully explained in returns of income.” Whether the loss shall be
charged into the current operations of that year or charged against
the accumulated profits of previous years (being treated as a
surplus adjustment) does not seem to concern the department.
Therefore, even in this case, the procedure on the company’s books
may follow entirely the commonly recognized principles of good
accounting as set forth in this paper.
Shall Depreciation Be Deducted in Determining the Just
Amount on Which a Utility May Earn?
Volumes have been written on the third and last problem to
be discussed, and only a brief discussion can be given of it here.
Two questions have been raised, namely, (a) whether or not de
preciation really exists in the assets of such properties, and (b)
whether or not that depreciation which does exist shall be deducted
from the gross value to determine the amount on which the in
vestors shall be permitted to earn the fair return.
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In the valuation of railroad properties made in Minnesota,1
Wisconsin2 and Michigan,3 it was found that the depreciated value
of the properties under the conditions existing in those states was
on the average about 80 per cent, of the cost of reproduction new.
After eliminating such items as land, grading and similar units
on which no depreciation was computed, the depreciated value of
the railroads in the three states named was determined to be about
75 per cent. of the estimated value new of the properties.
In a report of the St. Louis public service commission, Sept.
11, 1912, relating to the United Railways Company of St. Louis
and to the Southwestern Telephone & Telegraph Company, James
E. Allison, chief engineer, determined the theoretical value curve
of the United Railways Company to be 54.5 per cent. of the cost
new of the property. In this case the scrap value of the property
was taken, for the entire composite plant, at 9 per cent., making
the theoretical depreciation 45.5 per cent. of the cost new of the
property. Mr. Allison would seem to deny, however, that actual
depreciation exists if the plant is giving 100 per cent. efficient ser
vice. From his study Mr. Allison formulated a general principle
that in the case of a property of any complexity, after a sufficiently
long period of operation, it will be about one-half worn out, or,
more exactly, that it will reach a “normal theoretical value” ap
proximately one-half way between 100 per cent. new and scrap
value. Mr. Allison also says that if the “theoretical depreciation
charges have been made from the installation of each item the ac
cumulation in the depreciation fund will always equal the amount
of depreciation ****** a great part of the fund
will be a needless accumulation as it can never be used for replace
ment or renewal.” It is interesting to note that in August, 1914,
there appeared, in the Harvard Quarterly Journal of Economics,
an article by Professor Allyn A. Young; of Cornell university, and
the same article somewhat amended appeared as appendix E in
a report by Mr. Allison on the Houston Lighting & Power Co.
1905, under date of July 22, 1914, in which Professor Young
states emphatically that Mr. Allison “was the first to elucidate
these general principles, though when once brought to light, they
1 Twenty-fourth annual report of the Minnesota railroad and warehouse commis
sion (1908), p. 52.
2 Fifth biennial report of the Wisconsin tax commission (1910) appendix D, See
also table in the fourth biennial report of the Wisconsin tax commission (1909), p. 128.
3Bulletin 21 of the bureau of the census (1905), p. 78.
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seem, as is the way with important new generalizations, both
simple and obvious.” Yet in a letter dated April 30, 1908, to the
interstate commerce commission, regarding the treatment of
maintenance and depreciation accounts in the new classification of
accounts prescribed for railroads, Price, Waterhouse & Co. set
forth the same general ideas, and state: “If a fund is established
on a proper basis for an entirely new property or group of prop
erties, it should steadily grow until it reaches a sum representing
the difference between this percentage (the ‘average efficiency’)
and one hundred per cent. of the original cost.” This letter states
further, what Mr. Allison emphasized at considerable length, that
“this sum will represent continuously what may be called the
permanent depreciation of the property, which in practice will
never be made good.”
That depreciation does actually exist in the case of a public
utility, it is assumed, no accountant will deny. Most accountants,
undoubtedly, have not analyzed the problem as carefully or as
thoroughly as either the engineer or firm of accountants above
mentioned, but as one studies the problem one must be impressed
with the fact that the present situation and present attitude
towards depreciation as exemplified in private industry, by com
missions and by courts is largely the accounting and the account
ant’s view of the problem.
And what is more, the problem must continue to be largely an
accounting one. Double entry is always assumed by laymen to
be a purely mechanical device, the only purpose of which is to
see that the books are in arithmetical balance. Every accountant
knows, however, that the double entry represents a double aspect
of the facts of the case, and he will use the double-entry processes
as a mental aid in keeping track of those facts. Many valuation
experts will not admit those relationships between the assets and
liabilities sides of the balance-sheet and between the balance-sheet
and income sheet, which the accountant knows to be fundamental.
The latter knows that a reverse for depreciation on the liabilities
side of a balance-sheet is inseparably connected with the wasting
assets contra; he knows that no charge has any legitimate place
in the income sheet, unless in some real way the asset accounts of
the balance-sheet are depleted by a corresponding amount.* The
* For an economic discussion of the principles involved see Professor Taussig’s
Principles of Economics, Vol. I, especially pages 77, 78, and 79. Observe also the
note at the bottom of page 78.
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valuation expert admits none of these things and regards them as
purely artificial arguments, arising from the fact, as Professor
Young states, that the accountant is “misled by the arbitrary cate
gories of accounting.”
In speaking recently with one of the foremost valuation en
gineers in the United States, the author was informed that in the
opinion of this engineer a public service utility must collect from
those served by it sufficient to cover (a) ordinary operating ex
penses, (b) taxes, (c) depreciation, (d) interest on funded and
floating indebtedness and (e) a fair return on the investors’
money. This engineer obviously recognizes that depreciation
exists for the purposes of the income statement, and it may be
assumed that Mr. Allison would be of the same opinion.
Professor Geo. F. Swain, of Harvard university, and ex-presi
dent of the American Society of Civil Engineers, in a report in
1911 to the Massachusetts joint commission on the New York,
New Haven & Hartford Railroad Company, while maintaining
that allowance for depreciation should not be made (page 59 of
the report) in fixing rates for service, does recognize that depre
ciation exists, and he computed the depreciated value of the prop
erty. The present valuation new is shown (exhibit 5, page 134
of the report) as $304,601,824.00, while the present depreciated
value is shown as $263,601,136.00. Here, then, is recognized
existing depreciation of $41,000,688.00.
In 1909, the Supreme Court of the United States, in Knox
ville v. Knoxville Water Company (212 U. S. 1) decided definitely
(a) that depreciation does exist in the case of a public service
property, (b) that such a company is entitled to earn its depre
ciation annually as the depreciation accrues and (c) that the rate
payers (customers) must pay for the depreciation on the prop
erty. This is entirely in accord with the best accounting practice,
as known today. In 1912, in the Minnesota rate cases (230 U. S.
352), the court not only asserted that depreciation existed, but it
disapproved the master’s action in offsetting the depreciation,
which had in fact happened, by appreciation.
It being generally recognized, then, that depreciation does exist
in such a property, the real question is whether this depreciation,
recorded usually in the income sheet and actually collected from
the rate-payers, shall be considered a deduction in determining
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the fair value or just amount on which the public service property
may earn a return. The law on this question may be considered
well settled. In the Knoxville v. Knoxville Water Company
decision (1909), 212 U. S. 1, the city of Knoxville appealed from
a decree of the United States circuit court permanently enjoining
the enforcement of a city ordinance fixing maximum rates to be
charged by the water company upon the ground of constitutional
invalidity. No deduction was found to have been made for de
preciation. The United States supreme court here definitely enun
ciated the rule that depreciation should be deducted from the cost
to reproduce new. The court said:
The first fact essential to the conclusion of the court below is the valua
tion of the property devoted to the public uses, upon which the company is
entitled to earn a return. * * * The valuation was determined by the
master by ascertaining what it would cost, at the date of the ordinance, to
reproduce the existing plant as a new plant. The cost of reproduction is
one way of ascertaining the present value of a plant like that of a water
company, but the test would lead to obviously incorrect results, if the cost
of reproduction is not diminished by the depreciation which has come from
age and use. * * *
The cost of reproduction is not always a fair measure of the present
value of a plant which has been in use for many years. The items com
posing the plant depreciate in value from year to year in a varying degree.
* * *
It is not easy to fix at any given time the amount of depreciation of a
plant whose component parts are of different ages with different expecta
tions of life. But it is clear that some substantial allowance for deprecia
tion ought to have been made in this case. * * *

The court discussed the various phases of the case at length,
but it seems fair to assume, from subsequent ruling,* that com
plete and incomplete depreciation should not be added to the pres
ent value of the surviving parts; that the court included in the
term depreciation what is usually described as “accrued deprecia
tion” or “theoretical depredation,” or the liability even now ac
crued toward the ultimate cost of replacement of still efficient
apparatus.
As regards the Knoxville decision there is, of course, the op
position which naturally arises from contending counsel, but the
author has not, in his reading, found a court or commission of
standing, except possibly the supreme court of Idaho, that does
not support the Knoxville decision. Following the authority of
that decision, the courts, in later cases, have given full recognition
* People ex rel. Kings Co. Ltg. Co. v. Public Service Commission (1913), 156 N. Y.
App. Div. 603, 611.
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to the deduction of depreciation from cost of reproduction new in
order to find a basis for testing the reasonableness of rates.* The
principal cases, perhaps, are Pioneer Telephone & Telegraph
Company v. Westenhaver (1911), 29 Oklahoma 429; The Min
nesota Rate Cases (1912), 230 U. S. 352; and The People ex rel.
Kings County Lighting Company v. Public Service Commission
(1913), 156 N. Y. App. Div. 603, (1914) 210 N. Y. 479.
In the Pioneer Telephone & Telegraph Company case, the
Oklahoma supreme court held that
every year there is a depreciation in the physical properties of the plant
that is not, and cannot be, taken care of by current repair, and, although
some of the physical units have been used only for a brief time, such use
brings about a depreciation; and the reproductive value, new, of such
physical units represents the present value only when there is deducted there
from the amount of annual depreciation.

The court did not in this case, however, specify the measure
of the depreciation to be deducted.
The appeals to the United States supreme court in the Min
nesota rate cases involved the validity of the orders of the rail
road and warehouse commission, together with legislative acts of
the state of Minnesota, in prescribing passenger and freight rates.
Although the special master had found that depreciation existed,
the lower court practically rejected it as applicable to valuation,
and the master himself made no allowance on that account in the
valuation of the railroads’ property, but accepted as a satisfactory
offset against depreciation the companies’ readiness to serve,
knowledge derived from experience, adaptation to the needs of
the public, together with physical appreciation of the road-bed,
repairs and renewals, depreciation reserve and a reasonable
amount of working capital. The supreme court said:
We cannot approve this disposition of the matter of depreciation. * * *
It is also to be noted that the depreciation in question is not that which has
been overcome by repairs and replacements, but is the actual existing de
preciation in the plant as compared with the new one. It would seem to be
* Lincoln Gas & Electric Lt. Co. v. City of Lincoln (1909), 182 Federal 926;
Louisiana R. R. Comm. v. Cumberland Tel. & Tel. Co. (1909), 212 U. S. 414; Home
Telephone Co. v. City of Carthage (1911), 187 Federal 637; Pioneer Tel. & Tel. Co. v.
Westenhaver (1911), 29 Oklahoma 429; San Joaquin & Kings R. C. & I. Co. v.
Stanislaus, 163 Federal 567; Spring Valley Waterworks v. City & Co. of San Fran
cisco (1911), 192 Federal 137; Des Moines Water Co. v. City of Des Moines (1911),
192 Federal 193; Montana, Wyoming & So. R. R. Co. v. Bd. of R.R. Commrs. of Mon
tana (1912), 198 Federal 991; The Minnesota Rate Cases (1912), 230 U. S. 352;
Wyoming & So. R.R. Co. v. Bd. of Commrs. of Montana (1912), 198 Federal 191;
Bonbright v. Corporation of Arizona (1913), 210 Federal 44; People ex rel. Kings
County Ltg. Co. v. Public Service Comm. of New York (1913), 156 New York App.
Div. 603, (1914), 210 N. Y. 479; Public Service Gas Co. v. Bd. of Public Utilities
Commrs, of N. J. (1913), 87 Atlantic 651; Murray v. Pub. Utilities Comm. of Idaho
(1915), 150 Pacific 47.
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inevitable that in many parts of the plant there should be such depreciation,
as, for example, in old structures and equipment remaining on hand. And
when an estimate of value is made on the basis of reproduction, new, the
extent of existing depreciation should be shown and deducted. * * *
* * * And when particular physical items are estimated as worth so
much new, if in fact they be depreciated, this amount should be found and
allowed for. If this is not done, the physical valuation is manifestly incom
plete. And it must be regarded as incomplete in this case.

There seems to be, in this case some question as to whether
the court implied a limitation of the deduction to actual as dis
tinguished from theoretical depreciation. It is perfectly clear,
however, that depreciation must be determined as to amount, and
allowance must be made for it. Otherwise the physical valuation
is incomplete and incorrect.
The People ex rel. Kings County Ltg. Co. v. Public Service
Commission resulted from the commission’s ordering the com
pany to reduce its gas rates. An appeal was taken to the New
York supreme court and later to the court of appeals, which is the
highest court in the state. As this was the first appeal from a
rate decision made by the commission in which depreciation was
an issue before the court, a vigorous attack, in behalf of all utili
ties, was made upon the commission’s decision in an attempt to
prevent an injurious precedent. The commission held that the
cost of reproduction, new, is not necessarily an indication of present value.
Depreciation and deferred maintenance are important factors.

In this case it meant a deduction of $415,198 from an esti
mated reproduction cost new of $1,902,777, excluding lands. The
counsel for the utility argued that since it was conceded that the
plant of the company operated at 100 per cent, efficiency, there
should be no deduction for accrued depreciation. The decision
upon the depreciation issue was made by the appellate division of
the supreme court and not by the court of appeals. The appellate
division wholly rejects the contention that accrued depreciation
should not be deducted from the cost of reproduction new, but
it does not commit itself as to whether both functional and phys
ical depreciation shall be included. The commission itself appar
ently used depreciation in its largest measure.
The prevailing opinion at present, therefore, is to the effect
that depreciation must be deducted in determining the just amount
on which a public service property may earn. Referring again
to the Knoxville case, page 13, it will be seen how well it coin96
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cides with good accounting practice when it comes to providing
for the depreciation expense. The court says:
Before coming to the question of profit at all the company is entitled to
earn a sufficient sum annually to provide not only for current repairs but
for making good the depreciation and replacing the parts of the property
when they come to the end of their life. The company is not bound to see
its property gradually waste, without making provision out of earnings for
its replacement. It is entitled to see that from earnings the value of the
property invested is kept unimpaired, so that at the end of any given term
of years the original investment remains as it was at the beginning. It
is not only the right of the company to make such provision, but it is its
duty to its bond and stockholders, and, in the case of a public service cor
poration at least, its plain duty to the public. If a different course were
pursued the only method of providing for replacement of property which
has ceased to be useful would be the investment of new capital and the issue
of new bonds and stocks. This course would lead to a constantly increasing
variance between present value and bond and stock capitalization—a tendency
which would inevitably lead to disaster either to the stockholders or to the
public, or both. If, however, a company fails to perform this plain duty and
to exact sufficient returns to keep the investment unimpaired, whether this
is the result of unwarranted dividends upon over-issues of securities, or of
omission to exact proper prices for the output, the fault is its own. When,
therefore, a public regulation of its prices comes under question the true
value of the property then employed for the purpose of earning a return
cannot be enhanced by a consideration of the errors in management which
have been committed in the past.

Following the Knoxville decision, the principal cases since
1909 not only recognize that the depreciation allowance should in
clude accrued as well as actual depreciation but also hold that it
should provide for obsolescence, inadequacy and other functional
depreciation. Some of these later cases are Cedar Rapids Gas
Light Co. v. Cedar Rapids (1909), 144 Iowa 426, 444; Home
Telephone Company v. City of Carthage (1911), 235 Missouri
644, 665-666; Puget Sound Electric Railway Company v. Railroad
Commission of Washington (1911), 65 Wash. 75, 81-82; Cumber
land Telephone & Telegraph Company v. City of Louisville
(1911), 187 Federal 637, 654; Pioneer Telephone & Telegraph
Company v. Westenhaver (1911), 29 Oklahoma 429; and
Spring Valley Waterworks v. City of San Francisco (1911), 192
Federal 137, 184.
Aside from the fact that these decisions cover all classes of
public service companies, namely, water companies, street and
other railroads, telephone and telegraph companies, gas and
electric light and power companies, it is interesting to classify all
utilities from their past handling of depreciation and their dis
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tribution of net receipts. Roughly, every such company will come
under one of the four following classifications:

First, those utilities which may have been regulated from the
beginning, and have been allowed to collect, through the rates
charged, a sufficient amount to cover depreciation and to give the
investors a fair return upon their investment. A leading valua
tion engineer, who strongly opposes the deduction for deprecia
tion in fixing rates for service, recently stated to the author that
in this case, if a revaluation were being made of such property
for a readjustment of rates, it would be entirely equitable to de
duct the accrued and collected depreciation from the original cost,
or from the cost of reproduction new (the latter basis of valua
tion, of course, giving to the investors the benefit of the unearned
increment in the property), to determine the new value on which
a return must be allowed. In this case there would be no ques
tion concerning the correctness of the depreciation deduction, for
the company would have received from earnings amounts suf
ficient to keep unimpaired the value of the property invested,
which means that the customers of the utility have made good the
depreciation and provided for “replacing the parts of the property
when they come to the end of their life.” Those who argue that
such a plant has not depreciated because it is now giving as ef
ficient service as an identical new plant must realize that a used
machine, to have the same value as an identical new machine, must
yield the same service, at the same cost and for the same remain
ing period of time as the new machine. It is entirely incorrect to
assume that because one machine will yield the same service at
present, at the same cost, as an identical new machine, the used
machine has not depreciated—the same service must be given at
the same cost for the same period of time. Too often, it is feared,
the valuation expert desires only the balance-sheet aspect of the
plant in determining the value of a public service property—that
is, its condition at that particular moment as compared with an
identical new plant; yet every one at all familiar with accounting
knows that for production purposes the element of time, or the re
maining economic life of the plant, has much to do with determin
ing the per-unit cost of goods produced or of services rendered.
Identical plant, if operated under even approximately similar
conditions, cannot give the same service at the same cost for
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the same remaining period of time when it is new and after it has
been used for, say, ten years. The above assumes also that all
necessary or possible current maintenance has been made, in the
case of the used plant, from year to year. This means that the
provision for deducting depreciation in determining the just
amount on which the utility may earn, as provided by the Knox
ville and later decisions, is in accord with sound accounting and
cannot but work justice in this type of revaluation to both the
investors and the public.
Secondly, there are those utilities which in the past have or
have not provided for depreciation but have collected more than
enough from their customers to have made proper provision for
depreciation and also to have paid a fair return to the investors.
In either case excessive dividends were paid to investors, and
then when the plant was taken over to be regulated, the investors
would raise a great cry against deducting depreciation in deter
mining the “just amount.” A case in illustration is the Houston
Lighting & Power Company, 1905. This company in 1905 issued
$500,000 of common stock and $500,000 of 6 per cent. preferred.
For the years 1906 to 1913, inclusive, the company paid on the
common stock a stock dividend of 100 per cent. and total cash
dividends actually withdrawn of $718,125. For the eight years,
therefore, the cash dividends averaged approximately 18 per cent.
on the original $500,000 of common stock, exclusive of the stock
dividend. In 1914 the mayor and commission of the city of
Houston ordered an investigation made in expectation of regula
tion of rates. Jas. E. Allison & Co., St. Louis, prepared the re
port for the company, and Lyndon & Elrod, Houston, prepared
the report for the mayor and commission of the city of Houston.
Mr. Allison showed a gross capital entitled to a return of $2,753,584.63. Messrs. Lyndon and Elrod showed a gross value for
the property of $2,024,074.66, but they deducted for depreciation
some $499,232.87, leaving a capital entitled to a return of $1,524,841.79, or about 55 per cent. of that shown by the engineers for
the company. Although the company had made some provision
for depreciation on its books, and the plant had been in opera
tion for several years, the engineers for the utility held the opin
ion that because the plant was in as good operating condition at
that moment as an identical new plant no depreciation should be
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deducted. It could be no injustice to the investors to require them
to acknowledge that the plant they had operated for some years
could not turn out the same service at the same cost for the same
remaining period of time as an identical new plant, and any other
basis of return would not be just to the public paying for the
service. It appears that this case has never come up for court
decision, so it cannot be stated here what final adjustment of rates
was made.
Thirdly, there may be utilities which in the past, because of
ignorance or for some other cause, have not through earnings pro
vided for depreciation and yet have paid only a fair return to
the investors on the amount of capital actually invested in the
business. The Knoxville decision is perfectly clear in such a case,
holding that if a company “fails to perform this plain duty and
to exact sufficient returns to keep the investment unimpaired
. . . the fault is its own.” Therefore, even in this case the
depreciation must be deducted to determine the amount entitled
to a return, though it is barely possible in such a case that the
equity of the procedure may be questioned.
Fourthly, there may be utilities which in the past have been
prohibited by the local authority from collecting the proper pro
vision for depreciation, and, in addition, have paid only a fair re
turn upon the amount actually invested in the enterprise. This
condition was found to exist in the case of the Contra Costa
Water Company of Oakland, California. In the report of Judge
H. M. Wright, standing master in chancery in the district court
of the United States for the northern district of California, sec
ond division, on Contra Costa Water Company v. City of Oakland,
some 20.2 per cent. of the original cost of the plant, and amounting
to $1,011,000.00, was deducted for depreciation in conformity with
the Knoxville decision, yet Judge Wright himself said that this
amount “in justice should have been repaid to the company by
the community as it accrued.” Here is a case where undoubtedly
the Knoxville and similar decisions work injustice, but otherwise
these decisions may be considered as justly protecting the rights
of the public, and as not working unfairly to the public service
companies, because the plant which has been in use for a number
of years, under even approximately similar conditions, cannot
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give the same service, at the same cost, for the same remaining
time as an identical plant new.

Conclusion
In conclusion, it should be pointed out that, in the case of all
the problems discussed in this paper, the prevailing practice is in
accordance with the modern accepted principles of good account
ing. Wherever any variation from these principles has occurred,
whether in the case of the interstate commerce commission and
internal revenue bureau in regard to the basis on which depre
ciation shall be computed, and as to what shall be done in case
of capital loss arising from sudden and unforeseen obsolescence,
or in the case of courts and commissions regarding the handling
of depreciation in the determination of the capital investment en
titled to a return in rate-making, these seeming violations of prin
ciple have come about because it was expedient and sensible to
do what has been done. The importance to the accountant of un
derstanding these problems is obvious. Almost every account
ant has become an expert in the regulations of the internal revenue
bureau; many are entirely familiar with the classifications of the
interstate commerce commission; and some have studied thor
oughly this growing problem of rate regulation. No one would
suggest that accountants alone can or will solve this problem of
valuation for rate-making purposes, but it is the accountant who
best realizes the fundamental relation between the balance-sheet
and the income statement, and that it is entirely unjust to the pub
lic to permit the inclusion of the depreciation cost in the income
statement but to exclude its result from the balance-sheet. If
capital outlay has expired to such an extent that it must be paid
for by and collected from users of the service through the rates
charged, and therefore becomes an element in the statement of
income for the period, there is no logical reason why that expira
tion of capital should not be reflected in the valuation of the assets
on the balance-sheet. Accountants must acquaint themselves with
the economic and legal factors involved, and, in addition, must
bring to bear upon the problem the technical knowledge of their
profession. There are those who contend that public policy de
mands violating many of the principles of economics and ac
counting and the overturning of court decisions, but they have
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failed utterly to show in any concrete or reasonable way why
their “public policy” should prevail. We hesitate to say that this
is simply camouflage to obtain a desired goal. Accounting is
based on facts, and accountants must not only uncover and as
semble these facts, but must interpret them and use them in the
interest and for the protection and welfare of the public.
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By Carl H. Nau
It is a pleasure to be privileged to address this first regional
meeting held under the auspices of The American Institute of Ac
countants of this section of the country.
The subject which has been assigned to me is The American
Institute of. Accountants; and since there are accountants in at
tendance upon this meeting who are not members of the American
Institute, it would seem to be fitting briefly—very briefly—to
sketch a history of the movement toward solidarity of the account
ing profession in this country, leading up to the organization of
The American Institute of Accountants which is now its chief
exponent.
The men who are familiar with the early history of this move
ment will pardon me if I address myself for the moment especially
to the men who may not be so well informed concerning the early
efforts to organize and create a professional body out of the com
paratively few and scattered practitioners in this country.
The American Association of Public Accountants was formed
in 1887. While its membership was in part composed of practi
tioners in different parts of the country, it was almost, if not quite,
an organization of accountants practising in New York. In 1896
the first so-called C. P. A. law was adopted by the state of New
York. This pioneer piece of legislation was doubtless the result
of the efforts made by the members of the original American As
sociation of Public Accountants. The next state to adopt C. P. A.
legislation was Pennsylvania in 1899. In 1900 Maryland and in
1901 California passed C. P. A. laws, and in 1903 both Illinois
and Washington adopted similar legislation. These were the
pioneer states in the C. P. A. movement.
In the meantime a few state societies of public accountants had
been formed, and in 1904, the year of the world’s fair, a congress
of public accountants was called to meet in St. Louis. This meet
ing was attended not only by members of the profession from
• An address delivered at the regional meeting of the American Institute of Account
ants, Chicago, November 19, 1920.
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different states of this country, but by representatives from Brit
ish and Canadian societies.
A short time prior to the congress of public accountants held
in St. Louis in 1904 a federation of the several state societies of
public accountants was formed. There were now in existence two
organized bodies of professional accountants, whose membership
was not confined to practitioners of a single state.
This condition, however, continued for a short time only, un
til it was succeeded by an amalgamation of the federation of state
societies with the American Association of Public Accountants.
The constitution and plan of organization of the American asso
ciation was changed, and while it had a class of membership con
sisting of some of the original individual members, known as fel
lows-at-large, it nevertheless became substantially a federation of
the state societies of public accountants whose qualifications for
membership complied with the standards set by the American
association.
It was during this period that the so-called C. P. A. movement
obtained its greatest impetus, with the result that at present every
state in the union but one has passed some kind of C. P. A. law.
The C. P. A. laws of some states were good; there were others
that were not so good; and some were so bad that the American
Association of Public Accountants refused to recognize cer
tificates granted under the laws of those states as qualifications
for membership in the association.
In the course of time it became apparent that if the profession
desired to achieve its proper status in the business community, it
could not rely on accomplishing this result by means of state legis
lation alone. Doubtless the C. P. A. movement has been a power
ful instrument for progress in the early development of the pro
fession in this country, but it must be admitted that it contained
some inherent weaknesses.
Accountancy is not a local profession, but is nation-wide, even
world-wide, in its scope; and as time went on the need for national
standards instead of local state standards became more and more
apparent. With forty-seven different standards—some good;
some indifferent; some positively bad—the mere designation
C. P. A. became almost meaningless. In a few states, such as
Illinois and New York, the machinery of examination and the
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authority for granting C. P. A. degrees was connected with or at
tached to the state university or other state educational authority,
but in the majority of states the administration of the C. P. A.
law was reposed in more or less politically appointed boards.
Even though the board administering the state law of a given
state, at a given time, might set a high standard, there was no
assurance that a subsequent board, differently constituted, would
maintain such standard. The layman and the business com
munity cannot be expected to discriminate between C. P. A.’s and
C. P. A.’s. The mere fact that a person had the right to call him
self C. P. A. was not at all conclusive as to such person’s profes
sional competence or integrity. After asking: “Is this man a
certified public accountant?” several other questions were neces
sary—“Of what state is he a C. P. A. ?” Even this would not be
conclusive, because a person who was not qualified to obtain the
degree from the state board of a given state at any given time
might meet the requirements of the Board at some earlier or some
subsequent time. Not only would the state have to be known but
also the year of the degree. In fact there was an entire absence
of standardization and in only a comparatively few states had the
degree of C. P. A. any very real meaning.
The American Institute of Accountants was not formed to
supplant the various state societies of certified public accountants,
nor was it formed to supplant the C. P. A. laws of the various
states. It had its genesis rather in the effort to supplement both
state legislation and state societies, and was a partial remedy at
least for the well-recognized defects which had developed in our
former programme of attempting to establish professional stand
ards and professional solidarity by enacting statutes and confer
ring degrees. The formation of the institute was an attempt to
nationalize the profession, with a centralized control from with
in itself, in place of the former scattering control which lacked
uniformity both of aims and ideals and was influenced quite as
much by political as by professional considerations.
In 1916 the American Association of Public Accountants
authorized the incorporation of the American Institute of Ac
countants, membership in which is individual, is based on proper
preliminary educational requirements, professional study and
training, a standardized technical examination, a period of ap-
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prenticeship and practical experience and certain moral
requirements.
It is incorporated under the laws of the District of Columbia.
An effort would have been made to obtain a national charter for
the American Institute of Accountants if it had not been for the
fact that, in all probability, its control would not have been vested
entirely in the profession itself but would have been subject to in
terference by politically appointed officers. It was desirable to
get as near a national charter as possible, and in the circum
stances it was thought that, in view of the laws of the District of
Columbia permitting the organization of corporations for educa
tional, scientific, philanthropic and similar purposes the incorpora
tion of the institute under such laws was as close as we could get
to a national charter under the present status of the laws of this
country.
It was an attempt to create entirely within the control of the
profession itself an authority to regulate practitioners. There is,
therefore, considerable difference between the American Insti
tute of Accountants and any one of the several state societies of
certified public accountants. I might add that, in my opinion,
The American Institute of Accountants has already achieved such
a standing among the better-informed business functionaries that
membership therein is of greater value to the practitioner than
the possession of the C. P. A. degree from most, if not any, of
the states of the union. It is at present the repository of the best
traditions, ideals and aspirations of the profession. Professional
and ethical standards are in its keeping and concrete rules of pro
fessional conduct are being developed and formulated under its
guidance and direction.
Being a member of the American Institute of Accountants is
prima facie evidence of the professional fitness and integrity of
the practitioner.
In the four years of its existence the institute has succeeded
in obtaining the cooperation of thirty-two state boards in adopt
ing the institute’s examination as the examination leading to the
C. P. A. degree in the cooperating states. This includes even some
states whose C. P. A. degree was theretofore absolutely meaning
less. The results of these examinations are on record in the of
fice of the board of examiners of the American Institute of Ac-
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countants, and when the time shall have arrived that the ap
plicant possesses the experience and other qualifications neces
sary to admission as an associate of the institute, the person who
has passed the institute examination in any one of these thirtytwo states can be admitted to the institute without further
examination.
Accountants as a body insist that their vocation is a profes
sion as distinguished from a commercial pursuit. No body of
professional practitioners can permanently lay claim to a profes
sional status and engage in unprofessional practices. While in
dividual practitioners may occasionally, perhaps persistently, vio
late the code of ethics of their profession, the development of the
ethical precepts and rules of professional conduct adopted by the
organized body of any profession must be such as to distinguish
it and set it apart from ordinary commercial pursuits.
The government and control of the institute is under the direc
tion of elected representatives from among its membership and
the development of its policies and rules is, therefore, subject to
the control and the direction of the organized body of the profes
sion itself.
The older professions have their quacks, their ambulancechasers, and their general malpractitioners. It is too much to hope
that similar practices will not at any time disgrace the organized
body of our profession. The well-informed public has pretty well
learned to distinguish between professional and unprofessional
practitioners of the older professions. Already the business pub
lic is fairly well informed and daily is becoming better acquainted
with what distinguishes a professional practitioner of account
ancy from an unprofessional one, as well as what distinguishes a
competent from an incompetent and untrustworthy one.
The institute welcomes into its membership every eligible and
qualified practitioner in the country. Its ideals are in the keeping
of the great body of the profession itself. Every practitioner
owes a duty to the profession he loves to participate in its develop
ment, not only as a science and a skilled art, but in its ethical
precepts and practices.
Every practitioner of accountancy has not only a patriotic
duty in joining with his fellow practitioners in helping to shape
and direct the development of his profession, but membership in
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the institute is of immediate benefit and practical value to him
in the pursuit of his vocation. Time is too short to enumerate
all the many advantages of membership in the American In
stitute of Accountants, and I will therefore refer only to one or
two.
Three years ago, at the suggestion of and with a large initial
donation from one of the leading members of the institute, there
was established an endowment fund, the income from which is
devoted exclusively to the development and maintenance of the
institute’s library and bureau of information. Since then the
institute has accumulated a professional library of many volumes,
the information in which has been thoroughly catalogued and
made available for every member.
Perhaps of larger importance than the knowledge preserved
upon the printed page is the special knowledge and experience
buried in the files and in the memories of individual accountants
throughout the country. Any member who desires information
or advice upon any question which may arise in his practice can
direct his inquiry to the librarian of the institute. If the informa
tion is to be found in a book he will be directed thereto. If it is
not to be obtained in this manner, his question will be referred
to some member or members who are entirely likely to be able
to answer his question or inform him of the best practice in re
spect of the matter. The person answering a question will not
know the identity of the questioner; neither will the questioner
know who supplied the information.
The institute functions through its officers, members of its
council, board of examiners and committees. Among its regular
committees are the committees on professional ethics, arbitration,
education, federal legislation, state legislation, publication, pro
cedure and subsidiary organizations. I do not name all the com
mittees but a recital of these few names must bring to your mind
some of the services which the institute renders, not only to its
individual members, but to the entire body of professional
practitioners.
The Journal of Accountancy, which is published under
the auspices of the institute, and the monthly and special bulletin
service are the vehicles through which the entire membership is
kept informed concerning the activities of the institute. The an
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nual meeting and the recently inaugurated regional meetings give
opportunity for contact with fellow professionals and furnish
means for keeping abreast of the development and practice of the
art.
Permit me to close by extending to every person who is not
now a member of the institute an invitation to make application
for membership therein if he has the necessary qualifications and
can comply with the requirements for membership. If he has
not yet acquired the necessary qualifications to become an asso
ciate of the institute let me urge upon him the desirability of fit
ting himself for membership therein at the earliest possible
opportunity.
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Invested Capital from a Legal Standpoint as Applied
to Excess and War Profits Taxation*
By Keene H. Addington

I dared to select this subject because it is vital, because it is
alive, because it seems to afford the opportunity for a lawyer
at least to supplement to some extent the vast amount of account
ing knowledge which flows into the final reservoir.
I am going to speak almost wholly on the 1918 law. Of
course I cannot say for the 1917 law, what I say in very truth of
the 1918 law, that in many respects the 1918 law is one of the
greatest laws ever placed upon our statute books. In draftsman
ship it is masterly, and I have no sympathy with the man who
hides his ignorance with the statement that he cannot understand
its terms. It is a great law from other standpoints. From the
standpoint of its great flexibility to meet the vast and varied ques
tions which arise under it and go to questions of justice and
equality in taxation, it is a great law. As this law is developed
principally in your hands and partly in the hands of my profes
sion, I think many of the objections to it will disappear, because
in my experience I have yet to see an aggravated case which
tended to an unjust and unequal tax, for which this law did not
provide, if you were ingenious enough and diligent enough, sub
stantial although perhaps not complete relief. I have been be
fore the department in many cases, and it has been a sort of an
obsession with me not to get into the courts. I have not one
single case that is going to the courts that the department has not
asked me to take there in order to settle some difficult and doubt
ful legal question.
This law is a great law from another point of view. It is
great from the standpoint of the constructive opportunity which
it affords to your profession and to mine—constructive oppor
tunity in the organization of new enterprises, creating them on
sound bases with the utmost of economy in taxation.
I say without any extravagance of praise that I think, when
you measure the entire administration of both the 1917 and the
• Taken from an address delivered at the regional meeting of the American Insti
tute of Accountants, Chicago, November 19, 1920.
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1918 laws by the officers at Washington, you will find that we
have had an administration there that is quite as wise, quite as
broad, quite as intelligent, quite as enlightened and quite as lib
eral as the law’s opportunities will afford.
While I will not say the regulations (which represent the
treasury department’s interpretation of these laws) are a sacred
book, they are at least a work which should command our high
est respect. In the main they are sound. They have many errors,
like all things human. They have many inadequacies and incom
pletenesses, like all things which are done by human minds; but
in the main those regulations represent genius in constructive
effort and are, I think, 95 per cent, the work of your profession
rather than of mine. We started a little later than you did. We
are pouring our thought only gradually into the development of
this law, but I think we are beginning to diffuse new ideas upon
the general principles which are now represented by the admin
istration of these laws.
I am going to start tonight with one of the great pivotal sec
tions of the law which relates to the ascertainment of invested
capital: section 331 of the 1918 law.
This section, of course, must be construed with section 326,
the great section definitive of invested capital; but that section, as
you know, directs the manner of the ascertainment of the in
vested capital of a consolidated company—that is to say, one
company organized in 1901, another in 1902, a third in 1903 and
a fourth, which absorbed the first three, in 1904. The date to
which you go for the purpose of ascertaining the values of your
assets and of determining your invested capital is the 1904 date.
You practically ignore the other three dates. That is settled.
There is no question about that, as you all know.
But assume a corporation that reorganized in 1904, absorbing
three previously existing units; assume that the spirit of conser
vatism prevailed intensely among the organizers of that 1904
corporation. They did the thing which created the right to re
value, but they did not have the power to draw aside the veil that
hid the future and know what 1917 would bring in the way of
laws, and therefore they did not revalue. I give you this ques
tion—it is unsettled today: May such a corporation now revalue
and get the value of those assets as of 1904, predicating that re
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valuation upon facts and conditions known to exist in 1904, and
taking that revaluation in conjunction with what was the fact,
that the officers of that corporation knew at the time they con
solidated in 1904 that those assets were worth more than the sum
of the stock which they issued against them?
Am I talking radicalism? Am I not suggesting a proposition
of paid-in surplus upon a present day valuation as of that date,
which is sound both under the law and the regulation? That
question has not been decided. It is a question I expect to argue
before another spring comes upon us.
Now—suggesting another proposition which is the reverse,
in a way—we have three similar corporations; we have a similar
consolidation; but we have not in this other consolidation of
which I am now speaking the same spirit of conservatism. The
directors of that company, when they issued the stock against the
three original underlying companies’ properties, went to the
extreme limit in the matter of valuation; they poured all they
could into their appraisement, which was the predicate of the
stock issue, and did that both as to tangibles and intangibles. The
directors, as you know, always value properties when they issue
stock against them.
We find the department looking through the stock to determine
whether it was fully paid or not. We find possibly—not prob
ably—in the field an examiner at work in an effort to reduce those
values to smaller sums. Your records are in poor shape. Your
means of proof are difficult. Is there another answer?
I frankly say there are two sides to the proposition. But, is
not the resolution of the board of directors, which fixed that
value, binding and conclusive upon the treasury department?
How can it possibly be? someone may say. I answer you that
where the courts of this country have had to do with such
resolutions and such valuations in cases brought by creditors to
enforce stock liability, the uniform holding has been that if the
valuation has been made in good faith, if it has not been fraudu
lent, if the valuation has not been grossly and excessively made
with knowledge of the excess, it is binding upon the courts and
the stock issue is held to be fully paid and non-assessable. That
is held in cases in which the litigant is a creditor, a wage claimer.
Such litigants are favored in law. The construction is always
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liberal in their favor and against the stockholder defending. Why,
all the more, might not the same principle apply in a case in which
the government is enforcing a tax law, when the construction of
the law must be strict against the government, liberal in favor of
the taxpayer, and all doubts must be resolved against the gov
ernment and in favor of the taxpayer ?
Thus far I have spoken of section 331 with the idea in mind,
although what I have said may apply as well to the second sub
division of 331, that we have to draw a line through the center of
the section, because you know there is a date there, March 3,
1917, and in order for your invested capital to be different from
that of the underlying companies, if the reorganization has taken
place after March 3, 1917, there must be a 50 per cent change of
ownership.
Assume your same three companies, one organized in 1901,
one m 1902 and one in 1903, each of them having a small in
vested capital, at least very much below the present day values;
each of them of equal size; all of them susceptible of being joined
together in one harmonious whole. Now, what can you do?
Consolidate them and then revalue all their assets. A simple
proposition effecting, not only the economies which flow from
consolidation, but a vast economy in the matter of taxation.
Now—along the same lines, a matter of finance—assume a
corporation which has a large bonded debt and some floating in
debtedness. It is pretty wise financial policy to refund that debt.
The invested capital of this company is small, and its tax is large,
for its profits are large. Transform that bonded debt and that
floating indebtedness into a preferred stock issue and sell enough
additional stock, if it is necessary, so that the preferred stock
issue represents more than 50 per cent of the whole. Now you
have your 50 per cent change of ownership. Now you have your
reorganization and now you have created the right, under sec
tion 331, to get an up-to-date valuation of your assets and your
invested capital is repaired.
I am going to pass section 331 and I am proceeding warily
and cautiously, because I am a lawyer and you are accountants,
to talk on the question of consolidated invested capital—that is to
say, the invested capital of a group of corporations required to
consolidate under section 240, which have not been merged in a
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single corporation so as to come within the provisions of section

331.
Of course, we must ascertain our invested capital according to
the different regulations governing that matter. In order to ascer
tain the consolidated invested capital of such a group you go to
the regulations, principally regulations 864 to 868 both
inclusive.
Regulation 864 I believe you will grant is at once the most
complicated, the most difficult and the most important single reg
ulation in the book. It is a wonderful regulation; and I want to
say that I do not doubt for a moment that it represents sound ac
counting. Practical experience has shown me that the applica
tion of article 864 and the succeeding regulations in at least nine
teen cases out of twenty reaches the same result that is reached
by the method of ascertaining invested capital which I say is the
legal way, the sound accounting method to the contrary not
withstanding.
I want to cite a few illustrations to show you some strange
results that take place in following that regulation in ascertain
ing consolidated invested capital.
Under the regulations, article 860, an operating deficit is none
the less invested capital. Money which has been lost was orig
inally paid in and is still invested capital, but a company with
an operating deficit, the moment it consolidates with a company
having an earned surplus at least as much as the operating deficit,
loses its invested capital represented by that operating deficit.
Let us see now what can be done. I am a minority stock
holder in the corporation which loses that invested capital, and
I do not think it is quite fair to require, because of that consolida
tion, an increase in my tax, and I complain. I think I have a
right to complain, a substantial legal right. But someone may
assert that section 240 says these two corporations can apportion
the tax among themselves, and it may be that by apportioning
the tax my complaint is removed. All right. Let us grant it.
The moment you do that you are increasing the tax of the other
corporation, and some other Mr. Minority-man steps up with the
right of complaint.
From an accounting standpoint you must have held up your
hands in holy horror when the treasury department said that an
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operating deficit or invested capital money lost still counted as
though in the business, so you cannot always reconcile sound ac
counting and invested capital. Invested capital was a thing
brought into the world by this statute without heritage, and I
think most people hope it will have no posterity. But at least it
is ah artificial thing, and congress has not said that invested cap
ital shall be ascertained according to the principles of sound ac
counting. It has written certain hard and fast rules and it is a
question how much they violate your principles, because you must
admit that those hard and fast rules in section 326, in their ap
plication, at least, do at times violate the very soundest and most
hallowed principles of accounting. It is a question of degree.
Assume, for instance, that I am a minority stock-holder in a
corporation with an operating deficit, and the majority stock
holders, more than 95 per cent, want to sell. There are two pur
chasers in the field, Mr. Gore here who is in accounting practice
and whose business is not a corporation. He would not have to
consolidate if he bought. But Mr. Reckitt here, who we will
assume is in some other corporation, having a 95 per cent inter
est in that corporation is also a potential buyer. The moment
Mr. Reckitt buys that company he is confronted, and he knows he
is confronted, with the obligation to consolidate. Mr. Gore knows
that he can buy and not have to consolidate. Mr. Reckitt knows
if he buys he is going to lose some invested capital, and that the
property is going to carry a higher rate of tax in consequence of
the loss of invested capital. He is therefore going to suffer. Mr.
Gore knows he is going to lose no invested capital. Therefore the
corporation of Mr. Reckitt can afford to offer more for the busi
ness, as his taxes will be less. You see this regulation by adher
ing to accounting principles does a collateral harm—it affects the
market value of stock.
I say that this regulation, wonderful in its conception, mag
nificent in its intricacy, which works out beautifully in most cases,
has in its essence certain unsound principles which ought to be
eradicated. You might think that this is an unusual case. I as
sure you it is not.
A gentleman came up here from Cincinnati this morning and
brought this very case into my office this morning, although I
have had a similar situation before in another case. Unfortu
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nately, some of these propositions I am not permitted to argue
at Washington because other propositions are granted by the de
partment, I get what I consider a fair tax and then quit. I am
not in sympathy at all with any effort to reduce a tax to the very
least sum. I feel that a prosperous corporation should pay large
taxes, and that has been the spirit of my clients. Therefore when
I reach a point where I think the tax is just, I stop, even though
from a professional standpoint I may want to go on and argue
other questions.
Perhaps you want me to tell you how I would ascertain in
vested capital ? Ascertain the invested capital of my several units
and add that together; and even though the principles of sound
accounting are not observed by that simple process, I assert the
principles of sound law are maintained.
Now what is the practical value of a proposition of this kind?
When you have such a case, if I may venture the suggestion, try
my method and see if you have lost any invested capital as com
pared with the effect of consolidating according to sound account
ing principles. If you find you have, maybe you have got a point
that is worth using.
In other words, where the principles of sound accounting and
sound law do not coincide, I assert that the principles of sound
accounting must yield. Congress was a very determined parent.
Congress made up its mind that the commissioner had to enter
into a matrimonial alliance with somebody, and so it took Mr.
Commissioner and Miss Law by the hand and led them to the
altar, and the commissioner is married to sound law and has no
right to flirt with Miss Accounting no matter how winsome her
charms or radiant her beauty.
Before I leave that point I want to show you a single expres
sion of congress which rather supports my view that congress
meant that the simple layman-like method of adding these several
units together is the way to compute consolidated invested cap
ital. You will find it in section 240, which determines when there
must be a consolidation of returns. Incidentally, there is an ex
pression there with respect to consolidated invested capital, and
in regulation 864 the commissioner does not mention it. This sec
tion provides that in the event of the consolidation of certain cor
porations, and if it is found in the examination of the return that
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one of them a corporation organized after August 1, 1914, has
derived more than 50 per cent of its income from gains, profits,
commissions and so on, made on war contracts, in such case the
corporation so organized which has made such profits shall be
taken out and assessed on the basis of its own invested capital
and net income, and the remainder of the affiliated group shall be
assessed on the basis of the remaining consolidated invested cap
ital and net income.
In other words, this section first provides something that is to
come in, then something that is to go out and then that there is to
be a remainder. Do you assume for a moment that congress
thought one sum would go in and another sum would go out and
a different sum would be left? I do not think so for a moment.
I think that there is a clear although incidental expression by con
gress to the effect that you must determine the invested capital of
each company and add these amounts together, and that that shall
be your consolidated invested capital according to law, whatever
it may be according to sound accounting.
I am going to pass section 330 and discuss for a moment with
you an important point with regard to tangibles and intangibles.
The question of what is a tangible and what is an intangible
of course is important when you have a proposition of wiping
out the excess of intangibles over 25 per cent under the 1918 law
and 20 per cent under the 1917 law; and the more tangibles you
can sustain as being in your capital stock issue, the better you
are off. Likewise, this question becomes important under the pres
ent rulings of the department with regard to paid-in surplus. Un
der the present rulings paid-in or earned surplus may not be pred
icated upon intangibles. I do not think that is correct, although it
is the present ruling, and I understand that there may be handed
down shortly a decision to the contrary effect.
I have had occasion to go into this question fully and have
found an interesting situation in the law as laid down by the
supreme court of the United States in various cases. When you
sum up the result of all those cases, you find practically that, be
fore section 325 was enacted, tangible property consisted prin
cipally of physical assets. Everything else was intangible. Yet
the supreme court of the United States in one case said that when
you combine various properties into one company, you thereby
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create a new asset, intangible in character, but perhaps worth
more than all the properties standing alone before the consolida
tion. However, the definition of “intangible” before section 325
was very narrow. Congress saw that it was too narrow a defini
tion, and I believe meant to give us a broad definition and de
fined the term “intangible property” as patents, copyrights and so
forth and so on. In 1917 patents were tangibles, and curious
questions arose as the result. Questions of paid-in surplus and
all sorts of questions came up and the incongruous situation exists
that the commissioner has to administer patents as tangibles for
1917 and intangibles for 1918. Today we have the following
definition:
“The term ‘intangible property’ means patents, copyrights,
secret processes and formulae, goodwill, trade-marks, trade
brands, franchises, and other like property.”
“The term ‘tangible property’ means stocks, bonds, notes and
other evidences of indebtednesses, bills and accounts receivable,
leaseholds and other property other than intangible property.”
I simply mention this point because it took one of my assist
ants a month to go through all the cases and to get down to the
proposition of what was a tangible and what was an intangible.
The conclusion from that investigation is that practically every
thing except those things specifically named in section 325 as in
tangibles are in reality tangibles.
I pass now to the last section I shall discuss, namely, 326,
which is the great yard-measure for the determination of invested
capital.
Again I want to suggest a question which affords an idea of
some of the vast number of constructive opportunities afforded
by this law. We all know that before a corporation is organized
it frequently happens that the incorporators do much work, and
by that work produce things of value. In the old days we would
capitalize freely the result of that work and the assets acquired.
We are not, however, quite so free to do that now because of the
danger of imposing a personal income tax on the incorporators.
And if we do not capitalize such assets we know at the same time
we are losing what would be valuable for that new corporation in
the way of invested capital.
Now, how can you secure the invested capital and not the
personal income tax? The answer is simple in most cases. You
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can organize your corporation and have your incorporators pay
for their stock in cash, or in such manner as may be provided,
and then, preserving to these incorporators what they have done
as individuals, have them transmit it to the organization as a gift,
thus creating a paid-in surplus, non-taxable as personal income.
1 simply throw that out as a suggestion.
It frequently happens that field examiners go out and find
some poor, old corporation, organized in the days before the flood,
whose invested capital, because of the accident of time or form
of organization is low enough. Then they start in and apply rates
of depreciation to the assets which were turned in at the time of
the incorporation and, when they are through, what has the poor
corporation left?
Section 326 does not say a word about the right of the depart
ment to reduce the value of an asset which has originally been
paid in as payment for stock—not one single word, and the de
partment recognizes that it does not say so. It recognizes also
that it has no right under section 326 to make any deduction. The
reason for holding that an operating deficit is still invested cap
ital is that very reason, as I understand it. In other words, there
is no provision that in the event of a loss of original and invested
capital, the amount of the loss can be deducted.
I am a great friend of the excess-profits tax law. I am sorry
we have to have so much money, but if we must have it I do not
know any better way of raising it than this way; and I think that
law will become more popular as it is better understood and better
applied. The great harm that is being done in this country by
taxation does not come so much from the excess-profits tax which,
as I have observed it, corporations have been able to pay and still
go on in prosperous ways, but it arises more from the large sur
taxes, because they reduce the initiative of men of means who
usually are men of brains, who frequently are our captains of in
dustry. When such men realize that if they make a profit it is
largely to be taken from them and turned in to the government,
they hesitate to chance their capital upon an enterprise in part
speculative.
It seems to me from what I have heard in Washington that
the tendency is—and certainly it would seem to be sound eco
nomics—to have the excess-profits tax stand and the income tax
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and surtaxes reduced, so that capital will not be inert and idle but
will be willing to step out and take its chances in the world again,
paying heed to the needs of national industry and our national
resources and pouring itself into them. The moment you stop
initiative in individual investment, you strike at the heart of na
tional prosperity.
Our country has become what it is largely because great re
wards have been offered to capital for its investment. It may
always be that capital to an extent will be over-rewarded. You
must over-reward capital so that it can lay up against contingen
cies which are largely unexpected, in order that it may advance
conservatively and use its best efforts in the upbuilding of in
dustry. The moment you stagnate capital by high surtaxes, you
stop the development of national prosperity.
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Summary of Tax Exemptions—Liberty Bonds
and Victory Notes
By Edward H. Moeran

Loan

A 1st
B 2nd
C 3rd
D 4t h

re

Date
Act of
Congress

Date
Bonds

of

April 24, 1917 June 15, 1917
Sept. 24, 1917 Nov. 15, 1917
April 4,1918 May 9,1918
July 9,1918 Oct. 24, 1918
3,1919 May 20, 1919
3,1919 May 20, 1919

Mar.
Mar.

Conversions:

1st 3 ½ s into rate of 2nd Loan
(1st 3½ s into rate of 3rd Loan
(1st 4s into rate of 3rd Loan
1st 3 ½ s into rate of 4th Loan
2nd 4s into rate of 3rd Loan
Victory 3 ¾s into Victory 4 ¾s
Victory 4 ¾s into Victory 3 ¾s

E 5th
F 5th

G

H

J
K
L
M

N otes

I nterest
Rates

%

I nterest

Dates
(15th of Month)
Dates

I ssues
June and Dec.
May and Nov.
Mar. and Sept.
Apriland Oct.
June and Dec.
June and Dec.

Original
4

3½ %

%

June and Dec.
June and Dec.
June and Dec.
June and Dec.
May and Nov.
June and Dec.
June and Dec.

Conversions

4¼ %
4¼ %
3 ¾%
4 ¾%
4

4¼ %
4¼ %
4¼ %
4¼ %
4 ¾%
3 ¾%

R edemption
and
Maturity

1932/1947
1927/1942
none/1928
1933/1938
1922/1923
1922/1923

1932/1947
1932/1947
1932/1947
1932/1947
1927/1942
1922/1923
1922/1923

Short

Privilege

Conversion

May 15, 1918

Nov. 9 , 1918
Unexpired
April 24, 1919
Unexpired
Unexpired
Unexpired

E xpired

Titles

1st 3½ s

2nd 4s

3rd 4¼ s
4th 4¼ s

Victory 3¾s
Victory 4¾s

1st 4s

1st 4 ¼ s
1st 4 ¼ s
lst-2nd, 4 ¼ s

2nd 4 ¼ s
Victory 4 ¾s
Victory 3 ¾s

1st 4s and 2nd 4s were convertible into the rate (if higher) of the next subsequent issue; there are, therefore, no 1st 4s con
verted into lst-2nd 4 ¼ s, nor are there any 2nd-2nd 4 ¼ s.
The privilege of converting 1st 4s and 2nd 4s into 1st 4 ¼ s and 2nd 4 ¼ s, respectively, originally expired Nov. 9, 1918,but
the privilege was reopened Mar. 7, 1919, and is still in force.
The 3½ s may still be converted into long term bonds of higher rate subsequent to the 5th loan it issued prior to the
termination of the war.
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Tax Exemptions
All of above issues exempt from federal normal income tax, state
taxes (except estate or inheritance taxes) and local taxes.
All of above issues qualify as admissible assets for purposes of
invested capital.
None of above issues exempt from estate or inheritance taxes
(federal or state).
A E and M full exemption from federal income surtaxes and
profits taxes.
F and L no exemption from federal income surtaxes and profits
taxes.
B C D G H J and K—limited exemption from federal income
surtaxes and profits taxes as follows:

* Aggregate of B C D G H J and K (also treasury
certificates of indebtedness and war savings
certificates) .................................... ...... $ 5,000
** Aggregate of B C D G H J and K re interest after
Jan. 1, 1919, until 5 years after termination
of war..................................................
30,000
** Aggregate of B C D G H J and K re interest after
Jan. 1, 1919, conditional upon original sub
scription to and continued holding at date of
tax return of 1/3 as many notes of Victory
loan and extending through life of Victory
loan .......................................................
20,000
*** Aggregate of B C G H and K re interest after Jan.
1,1918, until 2 years after termination of war,
conditional upon original subscription to and
continued holding at date of tax return of 2/3
as many bonds of 4th Liberty loan................
45,000
*** D. Until 2 years after termination of war...........
30,000
*** J. Until 2 years after termination of war...........
30,000

Total maximum exemption from federal
income surtaxes and profits taxes....

$160,000

* By virtue of 2d Liberty bond act Sept. 24, 1917.
** By virtue of 2d Victory Liberty loan act March 3, 1919.
By virtue of supplement to 2d Liberty bond act Sept. 24, 1918.
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Notes re Tax Exemptions.
The above exemption of $5,000 marked * should not be con
fused with the exemption from federal income surtaxes and
profits taxes of $5,000 bonds of the War Finance Corporation by
virtue of war finance corporation act of April 5, 1918.
In New York state it is held by the taxing authorities that
interest from United States obligations may not be excluded in
computing corporation franchise taxes based upon net income
or gross earnings, on the theory that the latter are not the things
taxed but merely the measures of the tax. On the same theory
the principal of or interest from United States obligations may
not be excluded in computing “fair market value” or “capitalized
net earnings” for purposes of the federal capital-stock tax.
In a decision of the court of appeals of the state of New York
handed down November 23, 1920, in the case of The People of
the State of New York on the relation of Alpha Portland Cement
Co. (a foreign corporation), Respondent, vs. Walter H. Knapp
and others, Appellants, dealing with certain phases of the New
York state franchise tax, the opinion of Justice J. Cardozo con
tains the following statement:
“I think, therefore, that in substance, though not in form, in
tendency, though not in name, this tax is equivalent to a tax upon
relator’s income.”
How far reaching the court’s conclusion with respect to this
particular point may prove to be remains to be seen.
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EDITORIAL
Classification of Profits on Investments
The January issue of The Journal of Accountancy con
tained an editorial entitled Classification of Profits on Invest
ments, which seems to have aroused a good deal of interest and
some opposition. Among the adverse comments received is a
letter from John Bauer, who for many years has been an oc
casional and valued contributor to The Journal of Account
ancy.
So that the matter may have full discussion we reproduce the
substance of Mr. Bauer’s letter herewith:
The leading editorial of the January number of The Journal of Ac
countancy took a position opposed to the recent decision in the case of

Brewster v. Walsh by the federal district court of Connecticut, holding that
profits realized from the sale of investments or capital assets are not income
and, therefore, are not taxable under the sixteenth amendment of the
constitution.
The decision raises fundamental issues which should be thoroughly dis
cussed in their various economic, accounting and legal aspects before a final
determination is made by the supreme court of the United States. The
issues are such as naturally to call forth uncompromising opinion in favor
of or against the decision, and it is hardly safe to say what position the
economists and accountants in general would take. I do believe, however,
that the editorial brushed aside rather ungenerously the opposing opinion
which might favor the decision. I doubt whether there is a single economist
who approaches the problem from the standpoint that “whatever is spent is
ipso facto income,” but there is a large group of economists who would
consider the decision to square with sound economic principle.
The question at issue is, of course, one of economic fact and should be
decided on that basis. As a nation, we decided upon a federal income tax
and amended the constitution for that purpose. Any tax, therefore, author
ized by congress should be limited to income and should not be levied on
any other basis. The question, therefore, is: What is income? Is there
a fundamental distinction between capital and income ? Is increase in capital
value income?
The economists who are in accord with the Brewster decision base
their position upon the fundamental relation of capital and income. They
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hold that capital value represents capitalized income, that the value of an
investment is equal to the present discounted value of the expected earnings
from the property. Capital value increases or decreases with the increase
or decrease in expected income. Income discounted at the market rate of
interest is capital value. The relation of income and capital is that of cause
and effect. An income tax is undoubtedly levied on the cause, but can it
be levied also on the effect? If there is an increase in income, the addition,
as such, would unquestionably be taxable as income, but may also the con
sequent increase in capital be counted as income and be subject to an in
come tax?
The general view just expressed may be illustrated. Suppose A had real
estate that had cost him $100,000 and, on that basis, had brought a net rental
of $8,000 a year. Assume then that rentals have doubled and promise to
continue at $16,000 a year. On th?s basis the property is worth $200,000,
and it has this actual value to the owner whether it is sold or not. There
can be no question that the increase in rental from $8,000 to $16,000 a year
is additional income and subject to tax, but is the consequent increase in
capital value from $100,000 to $200,000 also to be counted as income?
Under the law, such increase in capital value is not taxable until realized
through sale or exchange for other property, but does this limitation have
any real bearing on the issue? Suppose A sells for $200,000; all he can
do is to reinvest, and on ordinary investments will again receive an income
of $16,000 a year which would be taxable. It is because of this doubled
income that he has a double capital value. The income tax as such would
reach the additional income, but would leave intact the resulting increase
in capital.
It is true that A has increased his net worth by $100,000, but this is
due to the fact that he has increased his income from $8,000 to $16,000 a
year. If the additional income is taxed, A pays his full burden from the
standpoint of an income tax. If, however, he is taxed also on $100,000 of
the value of his investment, he is taxed on capital and not on income. More
over, if he is taxed on the $100,000 increase in capital the government en
croaches on his investment and reduces his future income. After paying
the taxes at prevailing rates, he would only have $160,580 to reinvest in
stead of $200,000 for which he sold the property. His new investment,
therefore, at 8% would bring only $12,846 a year instead of the previously
established income of $16,000 a year.
The tax on the increase in capital value is a capital tax and not an
income tax. Its result is to reduce capital and to diminish the future tax
able income. If the increase in income is taxed as income, the correspond
ing increase in capital value cannot be taxed also as income.
It may be urged that the purpose of the income tax is to tax people on
the basis of their ability to pay, and that the increase of $100,000 in A’s
net worth represents such an increase in ability. It is true that the income
tax law is designed to tax according to ability, but ability may be measured
in one of two ways: (1) according to income, or (2) according to capital.
The sixteenth amendment provides for the taxation of income and not of
capital. A’s ability to pay was measured in the first instance by $8,000 a
year with the capital value of $100,000, and then by $16,000 a year with the
capital value of $200,000. The tax should rest, therefore, upon the income
and not also upon the resulting capital value.
The issue may be approached also from the standpoint of changes in
price level to show that an increase in capital value is not income. Since
1914, prices in general have doubled, so that the present equivalent in money
income, or money capital, is twice that of 1914. Suppose, then, that A’s
property was worth $100,000 in 1914 and brought $8,000 a year; then to
maintain the equivalent at the present time it must be worth $200,000 now
and bring $16,000 a year in income. If he sells and is taxed for the $100,000
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so-called profits, obviously he is left worse off than in 1914, and the gov
ernment has seized some of his capital and has left him a smaller relative
income than he had before.
The change in price levels is, of course, the chief factor affecting in
creases in investment value since 1913, from which date the so-called profits
on the sales of capital assets are computed. During this period, in practic
ally all cases, the sale of investments has resulted in so-called profits, and
the tax on the amounts has resulted in diminishing the individual’s future
income and reducing his actual capital. The matter, however, should .be
viewed not only from the taxpayer’s standpoint, but also from the viewpoint
of the government. The purpose, of course, has been to tax the nation’s
income and not something else, but if we count as income the increase in
capital value that has taken place since 1913 because of the shifting in price
levels, we are manifestly pulling ourselves up, as a nation, by our boot
straps. By this procedure we count not only the nation’s actual income from
the operation of its farms, factories and industry, but we count also the
general increases in property values that have followed the rise in price
levels. We count as income the effect of price levels upon capital values and
thus cut into our actual capital.
The analysis set forth, I believe, is entirely in accord with general ac
counting practice. In any event, however, it is the primary function of the
accountant to determine what are the facts and then record them according
to suitable classification. If the increase in capital assets is not income, the
accountant will have no difficulty in showing this fact, as he would be able
to show the increase as income if it were properly so counted.
The general purpose of accounting may be stated to keep a record of
investment and income. My belief is that very few accountants would
include in the income statement of a period profits realized from the sale
of investments or capital assets. Such profits would almost invariably be
credited to surplus and not to income account. The latter would include
gains realized through operation of plants and other returns from business
assets, but it would not include any adjustment in the value of capital items.
The practice just described of crediting so-called profits realized on the
sale of capital assets to surplus and not to income is followed in the various
classifications of accounts prescribed by the interstate commerce commission
in the case of the railroads and other public utilities under its jurisdiction.
It is carried out, also, I believe, by all the classifications of the various state
public utility commissions and would be accepted by most competent ac
countants.
In ordinary business, the terms “income” and “profits” are used loosely,
and there is, in such use, no guide in the present issues. The ordinary busi
ness man understands little of accounting, and there could be no serious
purpose to base accounting classifications upon the ordinary business man’s
views. We have to deal in accounting and economics with technical matters
which should be determined from a scientific standpoint and not according
to loose every-day usage of terms.
I agree fully with the editorial view that the broadest possible interpreta
tion should be given to the term “income,” leaving determination of the
forms of income to be considered by congress. But shall we go so far as to
change the entire purpose of the sixteenth amendment? Shall we stretch
the meaning of income to include capital, and shall we levy a capital tax
under the term of “income tax” ?
These are far-reaching questions, and I firmly believe that it is much
better policy to stick to an income tax until we actually decide upon a capital
levy. These matters fortunately can now be squarely placed before the
supreme court of the United States in passing upon the Brewster case and
similar cases now pending.
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The editorial in question was reprinted by the New York
Evening Post, and a reply to the editorial from Mr. Bauer was
published in that paper. The substance of Mr. Bauer’s letter to
the Evening Post was practically the same as that of his letter
to The Journal of Accountancy.
Following the publication of Mr. Bauer’s letter in the Evening
Post a communication from George O. May was printed in that
paper, and as it deals with the matter comprehensively we re
produce his comments:
Referring to the editorial article on the case of Brewster against Walsh,
which you recently quoted from The Journal of Accountancy, I believe
Judge Thomas felt constrained by decisions of the supreme court to hold
that profits on the sale of investments were not income. Inasmuch, however,
as your correspondent, Mr. Bauer, suggests that such a decision is also
required by sound economic principles, it may be permissible to discuss the
question on its merits, ignoring for the moment the effect of any past legal
decisions.
Approaching the question in this way, I would like to suggest:
(1) That even economists are by no means all agreed in the support of
the position taken by Mr. Bauer.
(2) That the best opinion among those qualified to express opinions,
apart from the economists, would not support the position that increases in
capital assets are never income. And
(3) That the injustice and other evil consequences that would ensue
from such a ruling would be far greater than could flow from the opposite
decision.
In considering this question it must always be borne in mind that it is
not the wisdom of taxing such profits, but the right to tax them, which is
involved. The sixteenth amendment gave congress the right to tax in
comes from whatever source arising: the plural itself is suggestive. Cer
tainly the amendment does not seem to contemplate any abstract but rigid
economic concept as the limit to be placed on congress, nor does it specify
the group of economists whose interpretation shall prevail.
It must also be remembered that there is a converse to the proposition,
and that if increments of capital are in no circumstances income, decrements
of capital cannot be allowed to enter into the computation of income. If,
therefore, a machine is employed for ten years in the production of an
article and then sold as scrap, the net income would require to be computed
without any allowance for the difference between the cost and the scrap
value of the machine.
Furthermore, increments and decrements of capital may arise from dif
ferent causes, involving materially different considerations; these may con
veniently be illustrated by the cases of:
(a) The rise in value of a bond bought at a discount between the date
of purchase and maturity, or, conversely, the decline of a bond bought at a
premium.
(b) The rise or fall in value of a bond due to a fall or rise in interest
rates.
(c) The rise or fall in the value of a plant due to a general change in
price levels.
If the question whether profits from appreciation of capital assets should
be treated as being sometimes or always income were referred to a con
ference, in which in addition to economists there would be representatives
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of accountants, actuaries, bankers, bond buyers and business men gen
erally, I think there would be practical unanimity among all except the
economists in favor of the proposition that increments or decrements in
class A, including all those due to conditions inherent in the form of invest
ment, are both in theory and practice in the nature of income, and I believe
this proposition would find very considerable support from the economic
group; indeed, at the recent meeting of the American Economic Association
at Atlantic City I found that there was at least a very respectable body of
economic opinion in favor of the view that all increases of capital assets are
income.
Turning to class B—appreciations or depreciations representing increase
or decrease in exchange value due to external causes—I think a wide range
of opinion would be found to exist, with a middle group suggesting that in
theory whether appreciation or depreciation should be included in compu
tations of income might depend on the motive of the taxpayer; that is to say,
whether he was buying primarily as an investor for the sake of annual in
come or as a speculator or trader.
In the case of increments or decrements of the third class—changes in
money value of an asset due solely to a change in the value of money and
not containing any element of increase or decrease in exchange Value—I
think a majority would probably agree that in theory such increments or
decrements did not enter into the determination of income, and that if it
were possible to segregate them they should be excluded from the operations
of an income tax.
If, then, the body should proceed to make concrete recommendations, I
believe it would hold that it was impossible to administer an income tax
on a basis which would require the treasury department to determine the
motives of taxpayers and analyze the causes of every appreciation or de
preciation of a capital asset. It would also, I believe, hold that it was better
for the commonwealth that a few taxpayers should be taxed on profits which
theoretically might contain an element of increase of capital father than
that it should be put in the power of congress to determine income without
any deduction for the exhaustion of capital necessarily involved in the pro
duction of income.
Holding these convictions, I shall share the regrets of The Journal of
Accountancy if now, after hundreds of thousands of transactions have
taken place, and hundreds of millions of taxes have been paid under a law
taxing profits on the sale of capital assets, and allowing losses on such sales
as a deduction from taxable income, the supreme court shall feel constrained
on legal grounds to hold such a law unconstitutional.
If I could be privileged to attend such a conference as I have mentioned,
I should be tempted to remind it of the testimony before the British royal
commission on income tax of Dr. J. C. Stamp, who combines a grasp of
theory, practical experience and broad common sense in an extraordinary
degree. In his testimony he suggested that—
“The wanton and bigoted way in which persons obsessed with
certain mathematical ideas urge the sacrifice of all practical
points to their lust for algebra would be a serious public danger
if their influence became great.”
I would suggest, more mildly, that it would be unwise to attach undue
weight to the insistence of certain economists on the line of fundamental
distinction they would seek to establish between capital and income, espe
cially as the fundamental difference most apparent to the lay observer is
the difference in views among the economists themselves.

We question Mr. Bauer’s view that not a single economist
holds that “whatever is spent is ipso facto income,” but we would

128

Editorial

point out that in our editorial we merely said that those who
would approve the decision would include any such economists.
Certainly there is a considerable number of economists who hold
that whatever is not spent is not income. It would seem to
follow, therefore, that whatever is spent is, in their view, income.
“Are savings income?” is, we believe, a favorite topic of debate
among economists.
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REGIONAL MEETING AT BOSTON

Morning Session
The first regional meeting of New England members of the American
Institute of Accountants was held at the Copley Plaza Hotel, Boston, Massa
chusetts, December 8, 1920.
Waldron H. Rand, of Boston, acting as temporary chairman, called the
meeting to order at 10:30 A. M., and introduced Rev. J. Ralph McGee,
who offered prayer.
Mr. Rand then addressed the meeting, extending a welcome to those
present, and stated that it was the object of the gathering to bring together
members of the American Institute and others interested in accounting
who for various reasons were unable to attend the annual meeting of the
American Institute.
Following Mr. Rand’s address, Frederick Bond Cherrington, of Boston,
was elected permanent secretary, and J. Edward Masters, of Boston, was
elected permanent chairman.
Mr. Masters, upon being inducted into office, expressed his gratification
at the honor conferred, and explained at some length the reason for the
efforts made by the committee to bring about the development of the
regional idea.
George Lyall, of Boston, president of the Certified Public Accountants
of Massachusetts, was next introduced, and read a paper on Accountancy
in New England.
The next speaker was Homer N. Sweet, of Boston, who addressed the
meeting on The Treatment of Commitments of Purchasers, etc., on a Certi
fied Balance-Sheet.
A discussion by James N. Willing, of Boston, followed.
Carl H. Nau, of Cleveland, president of the American Institute, was
then introduced by the chairman, and read a paper on The American
Institute.
The next speaker was A. P. Richardson, secretary of the American
Institute, who extended an invitation to all accountants present to make
application for membership in the American Institute, if not already con
nected therewith.
A committee of five was appointed by the chair to decide upon the time
and place of the next regional meeting and instructed to report at the
afternoon session. This committee consisted of Messrs. Rand and Lyall
(Massachusetts), Fisher (Rhode Island), Jordan (Maine), and Vannais
(Connecticut).
The chairman, in announcing the closing of the morning session, ex
tended an invitation to all present to attend luncheon as the guests of the
Certified Public Accountants of Massachusetts.
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Afternoon Session
The meeting was called to order at 2:10 P. M., and J. Hugh Jackson,
assistant professor of accounting at the Harvard graduate school of business
administration, read a paper on Some Problems in Depreciation. At the
close of his address a discussion of the paper was led by Chester A. Jordan,
of Portland, Maine,
L. G. Fisher, of Providence, Rhode Island, then read a paper upon
Inventory Values at December 31, 1920. Discussion of this paper was led
by W. H. Moies, of Providence.
J. Pryse Goodwin made a motion that it be recommended to the Ameri
can Institute of Accountants that the ruling of the reviewing board in
Washington in relation to election of corporations to use cost or market
values in inventories be approved, and that the commissioner of internal
revenue be urged to give official sanction to it.
This motion was carried.
Mr. Rand, acting as chairman of the committee appointed at the morning
session, announced that the committee had selected the third Wednesday in
June and Providence, Rhode Island, as the time and place for the next
regional meeting, and stated that a committee, headed by Lewis G. Fisher,
assisted by Alfred P. Ward, had been selected. This committee was to be
given the power to add to its number.
The report of the committee was accepted.
A vote of thanks was extended to the members of the committee, who
had given their services in making the convention a success, and a vote of
thanks was also extended to the Certified Public Accountants of Massachu
setts for their hospitality.
The meeting adjourned.

Evening Session
The evening session consisted of a banquet at 7130. F. R. C. Steele, of
Boston, acted as toastmaster.
Addresses were made by Carl H. Nau, of Cleveland; A. P. Richardson,
of New York; Waldron H. Rand, of Boston; Chester A. Jordan, of Port
land, and Herbert F. French, of Boston.

Lybrand, Ross Bros. & Montgomery announce the opening of an office
at 820 L. C. Smith building, Seattle, Washington.

Herbert J. Brooke & Co., Chicago, announce that Charles H. Brooke
has been admitted to partnership in the firm.

John K. Laird & Co. announce the opening of offices in the Columbus
Savings & Trust building, Columbus, Ohio.

Smith, Brodie & Lunsford announce the opening of an office at Two
Republics Life building, El Paso, Texas.
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Income-tax Department
Edited by Stephen G. Rusk
This month’s quota of treasury decisions contains some of exceptional
interest at this time, and we commend to special attention treasury de
cisions 3108 and 3109.
These two appertain to inventorying at the end of the year 1920. It will
be remembered that heretofore after a taxpayer had chosen his method of
inventorying, either at “cost” or “cost or market,” whichever was lower,
it was impossible for him to adopt another method without making an appeal
to the commissioner of internal revenue. Because of the great shrinkage
in values that took place during the latter part of 1920, and the consequent
shrinkage of profits, considerable pressure has been brought to bear upon
the government to modify its ruling with respect to inventorying. These
treasury decisions, undoubtedly, result from the consciousness of the gov
ernment officers that some relief must be given to taxpayers so that it
will be possible for them to inventory in such a manner that the losses that
actually have taken place can be reflected in the income-tax return.
Many taxpayers who adopted “cost” as their basis of inventorying would
have been seriously embarrassed if they had been obliged to continue in
ventorying at “cost” when their cost was so much in excess of the amount
that they could hope to obtain for the material they had on hand at the end
of 1920.
Treasury decision 3107 deals at great length with depletion of mines, oil
and gas wells, and through this decision articles 201 to 224 of regulations
No. 45 have been amended. The so-called amendments are, in reality, an
entire revision of the language of the said articles. The regulation relative
to depletion has been clarified by these treasury decisions in a most able and
comprehensive manner. A careful comparison of the several articles will
strongly impress one with the thought that has been put into this treasury
decision. There are few who doubt that the excess-profits feature of the
income-tax law will be repealed, as it probably will be found inadequate for
the purpose it was intended to serve, namely, that of producing revenue.
Even if it were adequate, the chances are that it would be repealed because
of the heavy burden it places upon business. On its negative side, however,
the excess-profits tax law has been of great value, in that it has caused to
be disseminated certain accounting rules and principles that would have
taken accountants years to promulgate to the same extent. Among the more
important ones the writer would place the rules for computing depletion
of natural deposits and the rule for distinguishing between cash dividends
and stock dividends.
Other treasury decisions contained in this issue of The Journal of
Accountancy have a more limited interest than the three above mentioned,
but are worthy of a careful reading.
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(T. D. 3102, December 24, 1920)
Income tax—Revenue act of 1918—Decision of court

United States Citizens Resident in Philippine Islands—Liability
Tax

to

A citizen of the United States who resided in the Philippine Islands
during the entire year 1918 is subject to the tax imposed by the revenue
act of 1918.
The appended decision of the district court of the United States for the
northern district of California, southern division, in the case of W. H.
Lawrence v. Julius S. Wardell, collector, rendered November 16, 1920, is
published for the information of internal revenue officers and others con
cerned.

Southern Division of the United States District Court
Northern District of California, Second Division

for the

W. H. Lawrence, plaintiff v. Julius S. Wardell, collector of internal revenue
for the first district of California, defendant
Rudkin, district judge. The sole question presented by the demurrer in
this case is this: Is a citizen of the United States who resided in the
Philippine Islands during the entire year 1918 subject to the tax imposed by
the revenue act of that year ?
Section 1 of the act of 1916 imposed a tax upon the entire net income
received by every individual “a citizen or resident of the United States” and
upon the entire net income received by every individual “a non-resident
alien” from all sources within the United States. This act was amended in
1917, but the amendment is not deemed material to our present inquiry.
Section 210 of the act of 1918 imposed upon the net income of every in
dividual a normal tax in lieu of the taxes imposed by the acts of 1916 and
1917.
From those provisions it will be seen that the tax is imposed on citizens
of the United States regardless of their place of residence, or residents of
the United States regardless of their citizenship, and upon the income of
non-resident aliens from sources within the United States. Nothing is found
in any other provision of the act in conflict with this view. Thus section
260 of the act of 1918 refers to individuals who are citizens of any posses
sion of the United States, but not otherwise citizens of the United States,
and the following section provides that returns shall be made by individuals
who are citizens or residents of Porto Rico and the Philippine Islands or
derive income from sources therein, but makes no reference to citizens of
the United States residing in the islands. For these reasons I am of the
opinion that the tax was properly imposed and the demurrer is therefore
sustained.
(T. D. 3105, December 27, 1920)
Income tax
Contributions to Red Cross and other recognized war organizations deducted
in returns for the year 1918
In order to obviate the necessity of filing amended returns for the year
1918 by corporations which filed their completed returns prior to the publi
cation of the opinion of the attorney general and claimed deductions on
account of contributions to the Red Cross and other recognized war or
ganizations, corporations which filed their returns and claimed such deduc
tions prior to the issuance of treasury decision 2847, should file immediately
with the collector of internal revenue a statement showing the amount of
such deductions claimed, the amount of the net income as reported and as
corrected, and the amount of additional tax due by reason of the erroneous
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claiming of the deduction. The total amount of additional tax shown to
be due by such statement should be paid at once, together with interest on
each instalment from the original due date.
In cases where this procedure is followed amended returns will not be
required, and the statements referred to when received by this office, through
the collector’s office, will be filed with the original returns in lieu of
amended returns.
Failure to file a statement and make payment of the additional tax by
a corporation will subject it to the 5 per cent penalty with interest for
negligence when its return is audited and the deduction on account of
contributions is disallowed.
(T. D. 3107, December 29, 1920)
Income tax
Deductions allowed—Depletion—Articles 201, 202, 203, 204, 205, 206, 207,
208, 210, 215, 216, 217, 219, 222 and 224, regulations No. 45, amended
Articles 201, 202, 203, 204, 205, 206, 207, 208, 210, 215, 216, 217, 219, 222
and 224 of regulations No. 45 are hereby amended to read as follows:
Art. 201. Depletion of mines oil and gas wells; depreciation of improve
ments.—Sections 214 (a) (10) and 234 (a)(9) provide that taxpayers shall
be allowed as a deduction in computing net income in the case of natural
deposits, a reasonable allowance for depletion of mineral and for deprecia
tion of improvements. The provisions of the statute and these articles do
not apply to or affect the regulations covering invested capital, losses,
accounting methods, etc.
The essence of these provisions of the statute is that the owner of mineral
deposits, whether freehold or leasehold, shall within the limitations pre
scribed, secure through an aggregate of annual depletion and depreciation
deductions the return of either (a) his capital invested in the property, or
(b) the value of his property on the basic date, plus subsequent allowable
capital additions (see art. 222), but not including land values for purposes
other than the extraction of minerals.
Operating owners, lessors and lessees, whether corporations or indi
viduals, are entitled to deduct an allowance for depletion and depreciation,
but a stockholder in a mining or oil or gas corporation is not allowed such
deductions (see further arts. 839 and 844).
When used in these sections of the regulations covering depletion and
depreciation—
(a) The term “basic date’’ indicates the date of valuation, i. e., March
1,1913, in the case of property acquired prior thereto, the date of acquisition
in the case of property acquired on or after March 1, 1913, or the date of
discovery or within 30 days thereafter in the case of discovery.
(b) The “fair market value” of a property is that amount which would
induce a willing seller to sell and a willing buyer to purchase. Where there
has been no sale and the fair market value at the basic date is to be used,
such value will be determined by the method which a prospective vendor
and vendee in the industry would use in arriving at the sale Value of the
property at the basic date.
(c) A “mineral property” or “property” is the oil or gas well, including
the mineral, plant, development, and surface value of the land. The value
of a mineral property is the combined value of its component parts.
(d) A “mineral deposit” refers to “minerals only,” such as the “ores
only” in the case of a mine, to the “oil only” in the case of an oil well, and
to the “gas only” in the case of a gas well. The value of a mineral deposit
is its cost; or it is the value of the mineral property, less the value of the
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plant, equipment, and surface of the land for purposes other than mineral
production.
(e) “Minerals” comprise ores of the metals, coal, oil, gas and such nonmetallic substances as abrasives, asbestos, asphaltum, barytes, borax, build
ing stone, cement rock, clay, crushed stone, feldspar, fluorspar, fullers earth,
graphite, gypsum, limestone, magnesite, marl, mica, mineral pigments, peat,
potash, precious stones, refractories, rock phosphate, salt, sand and gravel,
silica, slate, soapstone, soda, sulphur, and talc.
(f) “Operating profit” is the net income from mineral production
before depletion and depreciation are deducted. It is distinct from net
income.
Art. 202. Capital recoverable through depletion deduction in the case of
an operating owner.—In the case of an operating owner in fee, the capital
remaining in any year recoverable through depletion and depreciation de
ductions is (a) the cost or value of the property at the basic date plus (b)
subsequent allowable capital additions and minus (c) depletion and de
preciation sustained, whether legally allowable or not, from the basic date
to the taxable year, and minus (d) the value of the land at the basic date
for other purposes than mineral production. The capital recoverable
through depletion is the total capital remaining less the sum recoverable
through depreciation.
Art. 203. Capital recoverable through depletion deductions in the case
of lessee.—(a) In the case of a lessee, the capital remaining in any year
recoverable through depletion and depreciation deductions is (1) the value
as of the basic date of the lessee’s equity in the property plus (2) subsequent
allowable capital additions but minus (3) depletion and depreciation sus
tained, whether legally allowable or not, from the basic date to the taxable
year. The capital recoverable through depletion is the total capital remain
ing less the sum recoverable through depreciation.
(b) The value of the equities of lessor and lessee shall be computed
separately, but, when determined as of the same basic date, shall together
never exceed the value at that date of the property in fee simple.
(c) The value of a lessee’s equity, if acquired prior to March 1, 1913,
is the value of his interest in the mineral as of that date.
(d) The value of a lessee’s equity in a proven mineral acquired after
March 1, 1913, is its cost.
(e) The value of a lessee’s equity in a discovery on or after March 1,
1913, is the fair market value at date of discovery or within 30 days there
after, of his equity in the mineral discovered.
Art. 204. Capital recoverable through depletion in case of lessor.— (a)
In the case of a lessor, the capital remaining in any year recoverable through
depletion and depreciation deductions is (1) the value of his equity in the
property at the basic date minus (2) depletion and depreciation sustained,
whether legally allowable or not, from the basic date to the taxable year,
plus (3) subsequent allowable capital additions, and minus (4) the value
of the land at the basic date for other purposes than mineral production.
The capital recoverable through depletion is the total capital remaining less
the sum recoverable through depreciation.
(b) The value of the equities of lessor and lessee shall be computed
separately, but, when determined as of the same basic date, shall together
never exceed the value at that date of the property in fee simple.
(c) The value of the lessor’s equity in the case of a mineral property
not under lease on March 1, 1913, but subsequently leased, is the en bloc
value of the mineral in the ground on March 1, 1913, and will, in the absence
of satisfactory evidence to the contrary, be presumed not to exceed the
value as of March 1, 1913, of the royalties to be expected under the lease.
(d) The value of a lessor’s equity in a mineral property under lease
March 1, 1913, for the entire operating life of the mineral deposits is
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value as of March 1, 1913, of the royalties and other payments to be ex
pected under the terms of the lease in effect on that date.
(e) The value of a lessor’s equity in a mineral property under lease
for a portion of its operating life is the value as of March 1, 1913, of the
royalties expected from the mineral to be extracted during the life of the
existing lease plus the estimated en bloc value of the mineral remaining
at its expiration, which, in the absence of satisfactory evidence to the con
trary, will be presumed not to exceed the value as of March 1, 1913, of
royalties which could have been expected as at that date from the remaining
mineral.
(f) The value of a lessor’s equity in a mineral property when acquired
after March 1, 1913, is its cost.
(g) The value of a lessor’s equity in a discovery on or after March 1,
1913, is the fair market value at the date of discovery, or within thirty
days thereafter, of his equity in the mineral discovered.
Art. 205. Determination of cost of deposits.—In any case in which a
depletion or depreciation deduction is computed on the basis of the cost or
price at which any mine, mineral deposit, mineral right or leasehold was
acquired, the owner or lessee will be required to show that the cost or price
at which the property was bought was fixed for the purpose of a bona fide
purchase and sale, by which the property passed to an owner in fact as well
as in firm other than the vendor. No fictitious or inflated cost or price will
be permitted to form the basis of any calculation of a depletion or deprecia
tion deduction, and in determining whether or not the price or cost at which
any purchase or sale was made represented the actual market value of the
property sold, due weight will be given to the relationship or connection
existing between the person selling the property and the buyer thereof.
Art. 206. Determination of fair market value of mineral property.—(a)
Where the fair market value of the property at a specified date in lieu of
the cost thereof is the basis for depletion and depreciation deductions, such
value must be determined, subject to approval or revision by the commis
sioner, by the owner of the property in the light of the conditions and cir
cumstances known at that date, regardless of later discoveries or develop
ments in the property or subsequent improvements in methods of extraction
and treatment of the mineral product. The value sought should be that
established assuming a transfer between a willing seller and a willing
buyer as of that particular date. The commissioner will lend due weight
and consideration to any and all factors and evidence having a bearing on
the market value, such as cost, actual sales and transfers of similar prop
erties, market value of stock or shares, royalties and rentals, value fixed by
the owner for purpose of the capital stock tax, valuation for local or state
taxation, partnership accountings, records of litigation in which the value
of the property was in question, the amount at which the property may have
been inventoried in probate court, disinterested appraisals by approved
methods such as the present value method and other factors.
(b) To determine the fair market value of a mineral property by the
present value method, the essential factors must be determined for each
deposit included in the property. The factors are (1) the total quantity
of mineral in terms of the principal or customary unit (or units) paid for
in the product marketed; (2) the average quality or grade of the mineral
reserves; (3) the expected percentage of extraction or recovery in each
process or operation necessary for the preparation of the crude mineral for
market; (4) the probable operating life of the deposit in years; (5) the
unit operating cost, i. e., cost of production exclusive of depreciation and
depletion; (6) expected average selling price per unit during the operating
life, and (7) the rate of profit commensurate with the risk for the par
ticular deposit. When the deposit has been sufficiently developed these
factors may be determined from past operating experience. In the applica

136

Income-tax Department
tion of factors derived from past experience full allowance should be
made for probable future variations in the rate of exhaustion, quality or
grade of the mineral, percentage of recovery, costs of production and selling
price of the product marketed during the expected operating life of the
mineral deposit.
(c) Mineral deposits for which these factors may not be determined
with reasonable accuracy from past operating experience may, with the
approval of the commissioner, be valued in a similar manner; but the factors
must be deduced from concurrent evidence such as the general type of the
deposit, the characteristics of the district in which it occurs, the habit of
the mineral deposits in the property itself, the intensity of mineralization,
the rate at which additional mineral has been disclosed by exploitation, the
stage of the operating life of the property, and other evidence tending to
establish a reasonable estimate of the required factors.
(d) Mineral deposits of different grades, locations and probable dates
of extraction in a mineral property shall be valued separately. The mineral
content of a deposit should be determined in accordance with article 208
in the case of mines, with article 20g in the case of oil wells, and with articles
211 and 212 in the case of gas wells. In estimating the average grade of the
developed and prospective mineral, account should be taken of probable
increases or decreases as indicated by the operating history. The rate of
exhaustion of a mineral deposit should be determined with due regard to
the limitations imposed by plant capacity, by the character of the deposit,
by the ability to market the mineral product, by labor conditions, and by
the operating programme in force or definitely adopted at the basic date
for future operations. The operating life of a mineral deposit is that
number of years necessary for the exhaustion of both the developed and
prospective mineral content at the rate determined as above. The operating
cost comprises all current expense of producing, preparing and marketing
the mineral product sold, exclusive of federal income, war profits and excess
profits taxes, allowable capital additions as defined in article 222, and de
ductions for depreciation and depletion, but including cost of repairs and
replacements necessary to maintain the plant and equipment at its rated
capacity and efficiency. This cost of repairs and replacements is not to be
confused with the depreciation deduction by which the cost or value of plant
and equipment is returned to the taxpayer free from tax.
In general, no estimate of these factors will be approved by the com
missioner which are not supported by the operating experience of the
property or which are derived from different and arbitrarily selected periods.
(e) The product of the number of units of mineral recoverable in
marketable form by the difference between the selling price and the operat
ing cost per unit is the total expected operating profit. The value of each
mineral deposit is then the total expected operating profit from that deposit
reduced to a present value as of the basic date at the rate of interest com
mensurate with the risk for the operating life, and further reduced by the
value at the basic date of the depreciable assets and of the capital additions,
if any, necessary to realize the profits.
Art. 207. Revaluation of mineral deposits not allowed.—No revaluation
of a property whose value as of the basic date has been determined and
approved will be allowed during the continuance of the ownership under
which the value was so determined and approved except in the case of
discovery as defined in articles 219 and 220. The value as of the basic
date may, however, be corrected when a virtual change of ownership of
part of the property results as the outcome of litigation, and may be re
distributed (a) when a revision of the number of units of mineral in the
property has been made in accordance with articles 208, 209, or 211, and
(b) in case of the sale of a part of the property, between the part sold and
part retained.
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Art. 208. Determination of mineral contents of mine.—Every taxpayer
claiming a deduction for depletion for a given year will be required to
estimate or determine with respect to each separate property the total units
(tons, pounds, ounces, or other measure) of mineral products reasonably
known or on good evidence believed to have existed in the ground on the
basic date, according to the method current in the industry and in the light
of the most accurate and reliable information obtainable. Preference shall
be given in the selection of a unit of estimate to the principal unit (or units)
paid for in the product marketed. The estimate of the recoverable units of
the mineral products in the property for the purposes of valuation and
depletion shall include as to both quantity and grade (a) the ores and
minerals “in sight,” “blocked out,” “developed,” or “assured” in the usual
or conventional meaning of these terms in respect to the type of the deposit,
and (b) “probable” or “prospective” ores and minerals (in the correspond
ing sense) ; that is, ores and minerals that are believed to exist on the basis
of good evidence, although not actually known to occur on the basis of
existing development; but “probable” or “prospective” ores and minerals
may be computed, for purposes of this valuation, (c) as to quantity, only
in case they are extensions of known deposits or are new bodies or masses
whose existence is indicated by geological or other evidence to a high degree
of probability, and (d) as to grade, of such richness only as accords with
the best indications available.
Art. 210. Computation of deduction for depletion of mineral deposits.—
(a) Depletion attaches to the annual production “according to the peculiar
conditions of each case” and when the depletion actually sustained, whether
legally allowable or not, from the basic date, equals the cost or value on
the basic date plus subsequent allowable capital additions, no further deduc
tion for depletion will be allowed except in consequence of added value
arising through discovery or purchase (see arts. 202, 203, 204 and 222).
(b) When the Value of the property at the basic date has been de
termined, depletion for the taxable year shall be determined by dividing
the value remaining for depletion by the number of units of mineral to
which this value is applicable, and by multiplying the unit value for de
pletion, so determined, by the number of units sold within the taxable year.
In the selection of a unit for depletion preference shall be given to the
principal or customary unit or units paid for in the product sold.
Art. 215. Depletion: Adjustments of accounts based on bonus or ad
vanced royalty.—(a) Where a lessor receives a bonus or other sum in
addition to royalties, such bonus or other sum shall be regarded as a return
of capital to the lessor, but only to the extent of the capital remaining to be
recovered through depletion by the lessor at the date of lease. If the bonus
exceeds the capital remaining to be recovered, the excess and all the royalties
thereafter received will be income and not depletable. If the bonus is less
than the capital remaining to be recovered by the lessor through depletion,
the difference may be recovered through depletion deductions based on the
royalties thereafter received. The bonus or other sum paid by the lessee
for a lease made on or after March 1, 1913, will be his value for depletion
as of date of acquisition.
(b) Where the owner has leased a mineral property for a term of years
with a requirement in the lease that the lessee shall extract and pay for,
annually, a specified number of tons, or other agreed units of measurement,
of such mineral, or shall pay annually a specified sum of money which shall
be applied in payment of the purchase price or royalty per unit of such
mineral whenever the same shall thereafter be extracted and removed from
the leased premises, the value in the ground to the lessor, for purposes of
depletion, of the number of units so paid for in advance of extraction will
constitute an allowable deduction from the gross income of the year in
which such payment or payments shall be made; but no deduction for
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depletion by the lessor shall be claimed or allowed in any subsequent year
on account of the extraction or removal in such year of any mineral so paid
for in advance and for which deduction has once been made.
(c) If, for any reason, any such mineral lease shall be terminated or
abandoned before the mineral which has been paid for in advance has been
extracted and removed, and the lessor repossesses the leased property, the
lessor shall adjust his capital accounts by restoring to the capital sum of the
property the depletion deductions made in prior years on account of royalties
on mineral paid for but not removed, and his income account shall be
adjusted so as to include the amount so restored to capital sum as income
of the year such lease is terminated or the property repossessed, and the tax
thereon paid.
(d) Upon the expiration, termination, or abandonment of a lease, with
out the removal of any or all of the mineral contemplated by the lease, the
lessor shall be required to restore to capital account so much of the bonus
received and deducted from capital recoverable through depletion as is in
excess of the actual depletion or loss in value sustained as a result of the
operations under the lease and the corresponding amount will be income
for the year in which the lease expires, terminates, or is abandoned.
Art. 216. Depletion and depreciation accounts on books.—Every tax
payer claiming and making a deduction for depletion and depreciation of
mineral property shall keep accurate ledger accounts in which shall be
charged the fair market value as of March I, 1913, or within 30 days after
the date of discovery, or the cost, as the case may be, (a) of the mineral
deposit, and (b) of the plant and equipment, together with subsequent
allowable capital additions to each account. These accounts shall thereafter
be credited annually with the amounts, whether legally allowable or not,
of the depreciation and depletion sustained; or the amounts of the de
preciation and depletion sustained shall be credited to depletion and deprecia
tion reserve accounts, to the end that when the sum of the credits for de
pletion and depreciation equals the value or cost of the property, plus sub
sequent allowable capital additions, no further deduction for depletion
and depreciation with respect to the property shall be allowed.
Art. 217. Statement to be attached to return when depletion or deprecia
tion of mineral property is claimed.— (a) To the return of every taxpayer
claiming a deduction for depletion or depreciation there shall be attached a
statement setting forth with respect to each mineral property: (1) whether
taxpayer is a fee owner, lessor or lessee; (2) the date of acquisition and if
under lease, its exact terms and date of expiration; (3) the cost of the
property, stating the amount paid to each vendor with his name and address;
(4) the basic date at which the property is valued; (5) the value of the
property on the basic date, with a statement of the precise method by which
it was determined; (6) the value of the surface of the land for purposes
other than mineral production; (7) the estimated number of units of mineral
at the basic date with an explanation of the method used in the estimation,
and an average analysis which will indicate the quality of the mineral
values; (8) the number of units sold during the year for which the return is
made; (9) the gross and net income derived from the sale of mineral; (10)
the amounts deducted for depletion; (11) the amounts sustained on account
of depletion, or on account of depreciation, stated separately from the basic
date to the taxable year, and (12) any other data which will be helpful in
determining the reasonableness of the deductions claimed in the return.
(b) To the return of every taxpayer claiming a deduction for depletion
in respect of (1) property in which he owns a fractional interest only, or
(2) a leasehold, or (3) property subject to lease, there shall also be attached
a statement setting forth the name and address and the precise nature of
the holding of each person interested in the property, and every lessor shall
attach to his return an affidavit stating, as of the date of filing the return,
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whether the lease involved is still in effect during the year covered by the
return, and, if not still in effect, when it was terminated and for what
reason and whether the lessor has repossessed the property.
Art. 219. Discovery of mines.—(a) To entitle a taxpayer to a valua
tion of his property for the purpose of depletion allowances, by reason of the
discovery of a mine on or after March 1, 1913, the discovery must be made
by the taxpayer after that date, and must result in the fair market value of
the property becoming disproportionate to the cost. The fair market value
of the property will be deemed to have become disproportionate to the cost
when the newly-discovered mine contains mineral in such quantity and of
such quality as to afford a reasonable expectation of return to the taxpayer
of an amount materially in excess of the capital expended in making such
discovery, plus the cost of future development, equipment and exploration.
(b) For the purpose of these sections of the act a mine may be said
to be discovered when (1) there is found a natural deposit of mineral, or
(2) there is disclosed by drilling or exploration, conducted above or below
ground, a mineral deposit not previously known to exist, and so improbable
that it had not been, and could not have been, included in any previous
valuation for the purpose of depletion, and which in either case exists in
quantity and grade sufficient to justify commercial exploitation. The dis
covery must add a new mine to those- previously known to exist and cannot
be made within a proven tract or lease as defined in paragraph (f) infra.
(c) In determining whether a discovery entitling the taxpayer to a
valuation has been made the commissioner will take into account the peculiar
conditions of each case; but no discovery, for the purposes of valuation,
can be allowed, as to ores or minerals, such as extensions of known ore
bodies, that have been or should have been included in “probable” or
“prospective” ore or mineral, or in any other way comprehended in a prior
valuation, nor as of a date subsequent to that when, in fact, discovery was
evident, when delay by the taxpayer in making claim therefor has resulted
or will result in excessive allowances for depletion.
(d) The value of the property claimed as a result of a discovery must
be the fair market value, as defined in article 206, based on what is evident
within 30 days after the commercially valuable character and extent of the
discovered deposits of ore or mineral have with reasonable certainty been
established, determined or proved.
(e) After a bona fide discovery the taxpayer shall adjust his capital
and depletion accounts in accordance with articles 206, 208 and 210, and
shall submit such evidence as to establish his right to a revaluation, cover
ing the conditions and circumstances of the discovery and the size, character
and location of the discovered deposit of mineral, the value of the property
at the prior basic date, the cost of discovery, and its development, equipment
and exploitation, its value, and the particular method used in the de
termination.
(/) In the case of a mine, a “proven tract or lease” includes, but is
not necessarily limited to, the mineral deposits known to exist in any known
mine at the date as of which such mine was valued for purposes of de
pletion, and all extensions thereof, including “probable” and “prospective”
ores considered as a factor in the determination of their value or cost.
Art. 222. Allowable capital additions in case of mines.—(a) All ex
penditures for development, rent and royalty in excess of receipts from
minerals sold shall be charged to capital account recoverable through
depletion, while the mine is in the development stage. Thereafter any
development which adds value to the mineral deposit beyond the current
year shall be carried as a deferred charge and apportioned and deducted
as operating expense in the years to which it is applicable.
(b) All expenditures for plant and equipment shall be charged to
capital account recoverable through depreciation, while the mine is in the
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development stage. Thereafter the cost of major items of plant and equip
ment shall be capitalized, but the cost of minor items of equipment and plant
necessary to maintain the normal output and the cost of replacement may
be charged to current expense of operation.
Art. 224. Depreciation in the case of mines.—(a) The act provides that
deductions for depreciation of improvements “according to the peculiar con
ditions in each case” may be taken by a taxpayer owning or leasing mining
property. This is deemed to include exhaustion and wear and tear of the
property used in mining of deposits, comprising a reasonable allowance for
obsolescence. (See arts. 161-171.)
(b) It shall be optional with the taxpayer, subject to the approval of
the commissioner (1) whether the value of the mining property plus allow
able capital additions but minus estimated salvage value shall be recovered
at a rate established by current exhaustion of mineral, or (2) whether the
value of the mineral deposit on the basic date plus allowable capital addi
tions shall be recovered through depletion and the cost of plant and equip
ment less the estimated salvage value shall be recovered by reasonable
charges for depreciation (see art. 161) at the rate determined by its physical
life or its economic life or, according to the peculiar conditions of the case,
by a method satisfactory to the commissioner.
(c) The estimated physical life of a plant or unit thereof (including
buildings, machinery, apparatus, roads, railroads and other equipment and
improvements whose principal use is in connection with the mining or treat
ment or other necessary handling of mineral products) may be defined as the
estimated time such plant, or unit, when given proper care and repair, can
be continued in use despite physical deterioration, decay, wear and tear.
(d) The estimated economic life of a plant or unit thereof is the
estimated time during which the plant or unit may be utilized effectively and
economically for its intended purposes, and may be limited by the life of
the property or of that portion of the mineral deposits which it serves,
but can never exceed the physical life.
(e) Any difference between the salvage value of plant and equipment
and the sum remaining to be recovered through depreciation at the termina
tion of mining operations shall be returned as profit or loss in the year in
which it is realized.
(/) Nothing in these regulations shall be interpreted as meaning that
the value of a mining plant and equipment may be reduced by depreciation
deductions to a sum below the value of the salvage when the property shall
have become obsolete or shall have been abandoned for the purpose of
mining. In estimating the salvage value of the equipment at the end of its
estimated economic life due consideration may be given to its specialized
character and the cost of dismounting and dismantling and transporting it
to market.
(g) Nothing in these regulations shall be interpreted to permit expendi
tures charged to expense in any taxable year or any part of the value of
land for purposes other than mining to be recovered through depletion or
depreciation.
(T. D. 3108, December 30, 1920)
Income tax
Inventories—Article 1582, regulations No. 45, amended
Article 1582, regulations No. 45, is hereby amended to read as follows:
Art. 1582. Valuation of inventories.—Inventories must be valued at
(a) cost or (b) cost or market, as defined in article 1584 as amended,
whichever is lower. (See art. 1585 for inventories by dealers in securities.)
Whichever basis is adopted must be applied consistently to the entire in
ventory. A taxpayer may, regardless of his past practice, adopt the basis
of “cost or market, whichever is lower,” for his 1920 inventory, provided
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a disclosure of the fact and that it represents a change is made in the
return. Thereafter changes can be made only after permission is secured
from the commissioner. Inventories should be recorded in a legible manner,
properly computed and summarized, and should be preserved as a part of
the accounting records of the taxpayer. Goods taken in the inventory which
have been so intermingled that they cannot be identified with specific in
voices will be deemed to be the goods most recently purchased.
(T. D. 3109, December 30, 1920)

Income tax
Inventories—Article 1584, regulations No. 45, as amended by T. D. 3047,
amended

Article 1584, regulations No. 45, as amended by T. D. 3047, is hereby
Amended to read as follows:
Art. 1584. Inventories at market.—Under ordinary circumstances,
“market” means the current bid price prevailing at the date of the inventory
for the particular merchandise in the volume in which ordinarily purchased
by the taxpayer. This method of valuation is applicable in the cases (a)
of goods purchased and on hand, (b) of basic elements of cost (materials,
labor and burden) in goods in process of manufacture, and (c) of finished
goods on hand; exclusive, however, of goods on hand or in process of manu
facture for delivery upon firm sales, contracts at fixed prices entered into
before the date of the inventory, which goods must be inventoried at cost.
Where no open market quotations are available, the taxpayer must use such
evidence of a fair market price at the date or dates nearest the inventory as
may be available, such as specific transactions in reasonable volume entered
into in good faith, or compensation paid for cancellation of contracts for pur
chase commitments. Where, owing to abnormal conditions, the taxpayer has
regularly sold such merchandise at prices lower than the current bid price as
above defined, the inventory may be valued at such prices, and the correct
ness of such prices will be determined by reference to the actual sales of
the taxpayer for a reasonable period before and after the date of the in
ventory. Prices which vary materially from the actual prices so ascertained
will not be accepted as reflecting the market, and the penalties prescribed
for filing false and fraudulent returns may be asserted. Goods in process
of manufacture may be valued for purposes of the inventory on the lowest
of the following bases: (1) The replacement or reproduction cost prevail
ing at the date of the inventory; or (2) the proper proportionate part of
the actual finished cost; or under abnormal conditions (3) the proper pro
portionate part of the sales price of the finished product, account being
taken in all cases of the proportionate part of the total cost of basic elements
(materials, labor and burden) represented in such goods in process of manu
facture at the stages at which they are found on the date of the inventory.
The inventories of taxpayers on whatever basis taken will be subject to
investigation by the commissioner, and the taxpayer must satisfy the com
missioner of the correctness of the prices adopted. He must be prepared
to show both the cost and the market price of each article included in the in
ventory. It is recognized that in the latter part of 1918, by reason among
other things of governmental control not having been relinquished, condi
tions were abnormal, and in many commodities there was no such scale of
trading as to establish a free market. In such a case, when a market was
established during the succeeding year, a claim may be filed for any loss
sustained in accordance with the provisions of section 214 (a) 12 or section
234 (a) 14 of the statute. (See arts. 261-268.)
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(T. D. 3110, December 31, 1920)
Income tax—Revenue act of 1918
Article 403 of regulations No. 45 modified
In order to clear away the misunderstanding which exists with respect
to the proper treatment under section 223 of the revenue act of 1918 of the
earnings of minors, but not for the purpose of stating a different rule from
that originally intended, article 403 of regulations No. 45 is modified to
read as follows:
Art. 403. Return of income of minor.—An individual under 21 years
of age or under the statutory age of majority where he lives, whatever it
may be, is required to render a return of income if he has a net income of
his own of $1,000 or over for the taxable year. If he is married, see article
401. [If a minor has been emancipated by his parent his earnings are his
own income, and such earnings, regardless of amount, are not required to
be included in the return of the parent.] If the aggregate of the net income
of a minor from any property which he possesses, and from any funds held
in trust for him by a trustee or guardian, and from his earnings [in case
he has been emancipated], is at least $1,000, a return as in the case of any
other individual must be made by him or by his guardian or some other
person charged with the care of his person or property for him. (See art.
422.) [If, however, a minor has not been emancipated by his parent], who
appropriates or may appropriate his earnings, such earnings, regardless of
amount, are income of the parent and not of the minor for the purpose of
the normal tax and surtax. In the absence of proof to the contrary, a
parent will be assumed not to have emancipated his minor child, and must
include in his return any earnings of the minor.

(T. D. 3111)
Income tax—Opinion of the attorney general
Income from sources within the United States defined
1. There is no income from sources within the United States from goods
manufactured there unless there is, in the language of section 233 (b),
both “manufacture and disposition of goods within the United States.”
The act taxes only income that accrues within the United States.
2. The mere buying of goods within the United States, with capital
furnished from abroad, to be sold abroad, is not a trade or business exer
cised in the United States so as to subject the purchaser of the goods to
income tax. A merchant exercises his trade where he has his principal place
of business, viz.: where his profits come home to him.
3. If income be taxed the recipient thereof must have a domicile within
the jurisdiction imposing the tax, or the property or business out of which
the income issues must be situate within such jurisdiction, so that the income
may be said to have a situs therein.
4. Where a corporation purchases goods abroad and sells them within
the United States, the profits accruing from such transactions are profits
derived from business carried on within the United States and the gross
income from such business is income from sources within the United States.
5. In the case of a partnership organized abroad, one of whose mem
bers is a resident citizen of the United States, and whose business consists
in selling abroad goods consigned to it from various parts of the world,
including the United States, upon commission, title to the goods never vesting
in the firm but passing directly from the consignors to the purchasers, the
business of the United States member consisting of soliciting consignments
of goods, disbursing proceeds of sales made abroad in payment of consignors
in the United States, attending to the shipment of goods, and making ad
vances to consignors on security of bills of lading and express receipts,
the funds for the use of the branch office in the United States being ob
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tained by selling drafts on a foreign city, only the income of the partner
resident within the United States is income from sources within the United
States and subject to income tax.
6. A foreign corporation, having its home office abroad, which operates
a line of steamships between the United States and foreign ports, consigns
its steamships to an American firm, who handle them as agents and brokers,
seeing to the entry and clearance of each steamer, the discharge and loading
of cargo and supplies, collecting such part of the freight as is prepayable
in this country, deducting the amount of its disbursements and charges and
remitting the balance to the foreign corporation, derives income from sources
within the United States to the extent that it derives income from traffic
originating within the United States and is taxable upon such income.
(T. D. 3112, January 10, 1921)
Income tax
Concerning federal taxation as income of amounts withheld from the
salaries of government employees, and of annuities paid
to retired employees
The amounts deducted and withheld from the basic salary, pay or com
pensation paid to employees in the civil service of the United States, in
accordance with the provisions of the act approved May 22, 1920, should be
reported by such employees for income-tax purposes. The total com
pensation of the employees should be reported in gross income, and no
corresponding deduction can be taken for the amounts withheld, inasmuch
as such amounts are payments made toward the purchase of annuities pro
vided for in the act and are not allowable deductions for income-tax
purposes.
The annuities paid to retired employees are subject to tax to the extent
that the aggregate amount of the payments exceeds the amounts withheld
from the compensation of the employee.

Wallace A. Salmon announces the removal of his office to 412 Native
Sons building, Sacramento, California.
David Levin announces the opening of an office in North American
building, Philadelphia, Pennsylvania.
Arthur F. Thayer announces the removal of his office to 821 Smith
building, Detroit, Michigan.

Lewis Wintermute announces the removal of his office to 325 Guardian
building, Cleveland, Ohio.
Arthur P. Monk & Co. announce the removal of their offices to 16 Ex
change place, New York.

Marwick, Mitchell & Co. announce that Thomas Ritchie has retired from
partnership in the firm. •
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Edited by H. A. Finney
The examination questions of the American Institute of Accountants
are now used by thirty-two state C. P. A. boards as well as by the institute.
Readers of The Journal of Accountancy who were candidates in the
November examinations conducted by these boards or by the institute are,
therefore, already familiar with the problems. These solutions, it should
be understood, merely represent the opinion of the editor of this department
and are not official solutions by the institute.

EXAMINATION IN ACCOUNTING THEORY AND PRACTICE
PART I—Continued
Question 4:
Mr. Richard Roe, a married man, requests you to prepare his federal
income-tax return for the ten months ended December 31, 1919, from the
following information which he has submitted to you:
Salary ...................................................................................... $ 5,000.00
Directors’ fees.........................................................................
105.00
Rent of property (net) ............................................
7,596.54
Interest on investments...........................................................
1,648.32
Dividends on bank stock .......................................................
2,500.00
Dividends on stock held in industrial companies....................
11,500.00
Dividends on stock of a corporation organized and doing
business in a province of Canada....................................
1,500.00
He has paid out:
Interest on his personal indebtedness.......................................
2,500.00
Taxes on income-producing real property.............................
1,600.00
Taxes on real property not producing income.......................
400.00
Personal household expenses .................................................
2,500.00
He also reports:
Loss of a dwelling house, from which he had received rents,
by fire, no insurance being carried...........................
1,200.00
Judgment rendered against him in his suit to collect the past
due note of Harry Hanson—
Principal ..................................................................................
2,000.00
Interest ....................................................................................
320.00
Legal expenses.........................................................................
150.00
$2,470.00
State the resultant tax. The rates for individual taxes for 1919
were:
First $4,000.00—4%, thereafter 8%
Surtax
$ 5,000.00 to $ 6,000.00— 1%
6,000.00 “ 8,000.00— 2%
8,000.00 “ 10,000.00— 3%
10,000.00 “ 12,000.00— 4%
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$12,000.00 to $14,000.00— 5%
14,000.00 " 16,000.00— 6%
16,000.00 “ 18,000.00— 7%
18,000.00 “ 20,000.00— 8%
20,000.00 “ 22,000.00— 9%
22,000.00 “ 24,000.00—10%
24,000.00 “ 26,000.00—11%
26,000.00 “ 28,000.00—12%
28,000.00 “ 30,000.00—13%
A married man is entitled to an exemption of $2,000.00.
Solution, Question 4 (by Eric L. Kohler) :
Subject to
Normal tax Surtax only
Taxable income:
Salary ............................................................... $ 5,000.00
105.00
Directors’ fees..................................................
7,596.54
Rent of property (net)......................................
1,648.32
Interest on investments....................................
1,500.00
Dividends on Canadian stock.........................
$ 2,500.00
Dividends on bank stock................................
Tax paid by bank on stock.............................
11,500.00
Dividends on industrials ................................
Total gross income..................................................

$15,849.86

$14,000.00

Allowable deductions:
Interest ............................................................. $ 2,500.00
Taxes (including bank stock tax).................
2,000.00
(1) Loss by fire (less depreciation already re
covered) .................................................
1,200.00
(2) Bad debt.......................................................
2,150.00
Total deductions .......................................

$ 7,850.00

Net income subject to normal tax.........................
Add dividends ..................................................

$ 7,999.86
14,000.00

Total net income subject to surtax.........................

$21,999.86

Computation of tax:
Normal tax—
Net income subject to normal tax............. $ 7,999.86
Less normal tax credit:
(3) Personal exemption—10 months.
1,666.67
$ 6,333.19
4% on first $4,000.00..............................
8% on balance of $2,333.19.......................

Surtax—
(4) 9 x 8 x 10 — 10................................
9% of $1,999.86...................................

Total tax payable........................... ...............
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$

160.00
186.66

710.00
179.99

$

346.66

889.99

$1,236.65
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Notes:
(1) Loss of an individual’s own residence through fire may be deducted
to the full extent of its cost or fair market value at March 1, 1913, if
purchased prior to that date, without allowance for accrued depreciation.
In this case, the house having been rented, depreciation thereon has been an
allowable deduction during each taxable year.
(2) If accrued interest of $320.00 has been reported as income in this
return or in a prior return, the amount thereof uncollected may also be
deducted.
(3) The return being on the basis of 10 months, only 5/6 of the per
sonal exemption may be deducted. A return for less than a year may be
made only in case the taxpayer is changing, with the consent of the com
missioner, from a fiscal to calendar year.
(4) The rule for calculating surtaxes on income not exceeding $100,000.00, follows:
Ascertain the highest even number of thousands contained in the net
income (in the above, 20), divide by 2, and (a) subtract 1 and (b) subtract
2; multiply a x b x 10, and subtract 10 (9 x 8 x 10 — 10), the result being
the surtax on the highest even thousand. The balance of the income (which
will be less than $2,000.00) is subject to a surtax equal to a (the a above)
percent thereof.
Question 5:
The balance-sheet of the Rozinante Company at June 30, 1920, was as
follows:
Assets
Liabilities
Plant and equipment......... $15,000.00 Capitalstock........................ $25,000.00
Merchandise ....................
3,000.00 Accountspayable................
2,000.00
Cash ................................
1,000.00
Deficit ..............................
8,000.00

$27,000.00

$27,000.00

A and B buy the entire stock, new certificates being made out to them
in equal proportions. The price agreed upon is $20,000.00, of which $15,000.00
is paid in cash, the balance being represented by a joint and several note for
$5,000.00 signed by A and B. In addition, the former stockholders, X and
Y, as part of a contract, are allowed to withdraw the $1,000.00 cash shown
in the above balance-sheet.
Without consulting an accountant, A and B open a new set of books, but
are uncertain how much to credit capital stock. They therefore ask the
former stockholders what their $25,000.00 credit to capital stock represents,
and are informed that “it was the amount we paid for the stock of the cor
poration when it was organized.” Acting on this information they credit
capital stock with the price they agreed to pay for it, opening new books by
the following journal entry:

Plant and equipment ................................
$15,000.00
Merchandise ......................................................
3,000.00
Goodwill ...........................................................
9,000.00
Capital stock .............................................
Accounts payable ......................................
Notes payable to X and Y.........................

$20,000.00
2,000.00
5,000.00

As the corporation is in need of funds an attempt is made to borrow
$1,500.00. The bank will not accept the corporation’s note, but offers to
lend $750.00 to A and the same amount to B on their personal notes. The
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notes are issued and the cash is deposited in bank to the credit of the cor
poration. A and B agree that this $1,500.00 shall be considered “an addi
tional investment,” and an entry is made debiting cash and crediting capital
stock, $1,500.00.
When the notes mature a cheque for $1,500.00 is drawn on the corporation’s
bank account, but the bookkeeper does not know what account to charge and
asks for your advice. Upon investigation you find the facts as set forth
above.
Comment on the propriety of the transactions and the entries and state
what entries you would advise the bookkeeper to make.

Solution, Question 5:
This problem illustrates the confusion which exists in the minds of a good
many people who fail to recognize the distinction between a corporation and
a partnership. The sale of all the stock to A and B should have had no
effect on the corporation’s books except to the extent of the $1,000.00 of
cash withdrawn by the former stockholders and the change of stockholders
shown in the stock ledger. The withdrawal of the cash increased the deficit
to $9,000.00, and an entry should have been made debiting deficit and credit
ing cash $1,000.00. It is probable that A and B could be held liable to
creditors for the amount of this $1,000.00 if the corporation became in
capable of paying its debts. Their consent to the withdrawal in conjunction
with the purchase of the stock would probably be interpreted by a court as
equivalent to a withdrawal of $1,000.00 by them at a time when there was
no surplus.
The payment of $15,000.00 in cash and the issuing of notes for $5,000.00
is a private matter between A and B on the one hand and X and Y on the
other, and no entry for the transaction should have been made on the cor
poration’s general books.
The $9,000.00 charge to goodwill is also wrong. A corporation does not
acquire goodwill when a portion or all of its stock changes hands, even
though the price paid is greater than the book value of the stock. The
$9,000.00 should appear in deficit account.
It was not necessary to open new books, but there is nothing improper
in doing so, provided the entries are correct. The entries as made were
wrong and should be reversed.
Capital stock ....................................................
Accounts payable .............................................
Notes payable to X and Y................................
Plant and equipment ................................
Merchandise ..............................................
Goodwill ....................................................

$20,000.00
2,000.00
5,000.00

$15,000.00
3,000.00
9,000.00

To reverse entry opening new books.
An entry should then be made reopening the books correctly. After
making an entry on the old books charging deficit and crediting cash
$1,000.00, the proper entry on the new books would be:
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Plant and equipment ........................................
Merchandise......................................................
Deficit ...............................................................
Capital stock .............................................
Accounts payable ......................................

$15,000.00
3,000.00
9,000.00

$25,000.00
2,000.00

To transfer balances from old to new ledger.
These entries have the following results:
The goodwill is eliminated and the deficit shown;
The capital stock account shows the par of the stock outstanding;
The notes payable account is eliminated, since the notes are personal
and not corporate.
The entry for the issue of the two notes totaling $1,500.00 should be
reversed:
Capital stock......................................................
Cash ...........................................................

$1,500.00

$1,500.00

To reverse entry crediting capital stock with proceeds of two notes of
$750,000 each, issued by A and B.
No entry should be made for the notes themselves, as they are not a
liability of the corporation, but since the cash proceeds are to be treated as
additional investments reducing the deficit, the following entry should be
made:

Cash ..................................................................
Deficit ........................................................

$1,500.00

$1,500.00

Cash donation by A and B; $750.00 each.
When the notes mature, they should be paid by A and B individually. If
they are paid from the corporation’s cash, the cash payment should be re
garded as a loan to A and B, and should be recorded as follows:
A loan ..............................................................
$750.00
B loan ...............................................................
750.00
Cash ...........................................................
Cash lent to A and B with which to pay their notes.

$1,500.00

Question 6:
The following letter is received by a practising accountant from a man
not previously known to the former:
“I am contemplating the purchase of a business, the proposal of the
present owner being that I pay him a flat price of $500,000.00 He states that
the plant and real estate are worth $200,00.00, the inventories and accounts
receivable $250,000.00 and the cash $30,000.00. The liabilities of the busi
ness which would be assumed by the purchaser amount to $120,000.00. The
profits are said to be good and stable.
“The nature of the business appeals to me and I am much interested in
the proposition, but I have never had any experience in such matters and
cannot make up my mind. I do not know how to determine what the business
is worth or what dangers are involved in taking over a business in this way.
My lawyer has suggested to me that public accountants are generally em
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ployed in such circumstances. Not having engaged any in the past I do not
know in just what way their services would be useful to me in making up my
mind or in taking delivery if I should accept the proposition.
“Will you kindly advise me in the matter?”
Write an answer to the above letter.
Answer, Question 6:

Dear Sir:
The advisability of purchasing a business depends upon two factors: the
value of the net assets and the amount and stability of the profits. A public
accountant may be of service to a prospective purchaser by making an
examination of the books of the business and rendering an unprejudiced
report covering the net assets and the profits.
As to the net assets of the business which you contemplate purchasing,
the plant and real estate should be appraised unless you are expert enough
in the valuation of such property to be willing to reply on your own judg
ment. An accountant can report on the value of the other assets after
making an audit. If you are to assume the liabilities of the business as part
of the contract of purchase, you will want to be as certain as possible that
all the liabilities are on the books and included in the $120,000.00. The
search for unrecorded liabilities is part of the service which an accountant
can render in such cases.
If an audit shows the assets and liabilities to be as stated, and if you are
to get the $30,000.00 cash, the conditions are as follows:
Purchase price................................................
$500,000.00
Deduct net assets:
Plant and real estate................................ $200,000.00
Inventories and accounts receivable.......
250,000.00
Cash .........................................................
30,000.00

Total assets........................................
Liabilities ................................................

Excess of purchase price over net assets....

$480,000.00
120,000.00

360,000.00

$140,000.00

The payment of this excess would be inadvisable unless the profits are
sufficiently good to insure you a return on this extra investment. In other
words, you are being asked to pay $140,000.00 for the goodwill of the
business, and you ought to be quite certain that the business has a goodwill.
This is where an accountant can probably be of the greatest service to you
by checking up the books of the business for several years to see whether
the profits have been properly computed, whether they have been large
enough to pay a return on the excess payment of $140,000.00, and whether
they have been stable enough to make it probable that your investment of
$500,000.00 will pay a good income regularly.
If you care to have me go into this matter for you, we can arrange a
conference to discuss the details.
Yours truly,
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EXAMINATION IN ACCOUNTING THEORY AND PRACTICE
PART II
November 17, 1920, 1 P. M. to 6 P. M.

Answer questions 1, 2 and 3 and any three other questions.

Question 1:
You are requested by the president of a corporation to assist in the
preparation of the federal income and excess-profits tax return of his com
pany for the calendar year 1919, and for the purpose thereof the following
data are submitted to you:
THE NOVEMBER CORPORATION

Condensed trial balance (after

closing)

For the year from January 1, 1919, to December 31, 1919

January 1
December 31
Dr.
Cr.
Dr.
Cr.
Particulars
$ 3,500,000.00
Properties .......... $ 2,500,000.00
$ 500,000.00
$ 700,000.00
Deprec’on reserve.
Goodwill acquired
1,500,000.00
1,500,000.00
for stock.........
Invest’nts in stock
of other corps.
at cost—
Domestic corps.
250,000.00
250,000.00
(25% interest).
Foreign corps.
100,000.00
100,000.00
(20% interest).
5,000,000.00
3,000,000.00
Inventories .........
1,000,000.00
500,000.00
Inventory reserves
2,500,000.00
3,000,000.00
Receivables.........
250,000.00
100,000.00
Bad debt reserves.
2,000,000.00
1400,000.00
Cash ...................
80,000.00
90,000.00
Bond discount....
Commission paid
on issue of com
mon stock.....
60,000.00
60,000.00
50,000.00
40,000.00
Prepaid expenses.
1,500,000.00
1,125,000.00
Preferred stock..
4,500,000.00
Common stock....
2,500,000.00
1,000,000.00
Bonds ..................
1,000,000.00
1,600,000.00
1,105,000.00
Current liabilities.
Provision for fed
eral income and
700,000.00
profits taxes....
2,000,000.00
Contingent reserve
250,000.00
250,000.00
Preferred stock
525,000.00
redempt’n fund.
150,000.00
Earned surplus...
2,150,000.00
2,575,000.00
Capital surplus re
sulting from ap
praisal of prop
erties ...........
500,000.00
500,000.00

$11,450,000.00 $11,450,000.00 $15,530,000.00 $15,530,000.00
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STATEMENT OF PROFITS AND INCOME

For the year ended December 31, 1919

Sales ..................................................................
Less cost of sales..............................................

$25,000,000.00
15,000,000.00

Gross profit.......................................................

$10,000,000.00

Deduct selling, general and administration
expenses:
Selling expenses ................................
Advertising.........................................
Collection expenses............................
Contingent losses on bad and doubtful
accounts .......................................
General office salaries................................
Profit-sharing bonus of executives..........
Taxes:
Real and personal property tares....
Capital-stock tax .......................
Special assessments ....................
Life insurance policy premiums................
Charitable contributions:
Public subscriptions...................
Employees’ welfare.....................

$ 3,500,000.00
500,000.00
200,000.00

200,000.00
100,000.00
250,000.00
50,000.00
5,000.00
10,000.00
5,000.00
25,000.00
30,000.00

Total expenses............................ $4,875,000.00
Net profits from operations............................
Add other income:
Dividends received from domestic cor
porations ..................................
$ 100,000.00
Dividends on foreign investments...........
50,000.00
Interest received .......................................
10,000.00

$5,125,000.00

160,000.00

$5,285,000.00
Deduct:

Interest paid....................................... $ 250,000.00
Proportion of bond discounts written off..
10,000.00

260,000.00

Net profits and income.....................................
Deduct:
Expenses in connection with issue of capi
tal stock...............
$ 50,000.00
Provision for federal income taxes (pre
liminary estimate) ............................. 2,000,000.00
Special reserve against inventory............
500,000.00

$5,025,000.00

Surplus net profits ...........................................

$2,475,000.00

2,550,000.00

SURPLUS ACCOUNT

For the year ended December 31, 1919
Balance at beginning of year....
Net profits for year.....................

$2,650,000.00
2,475,000.00
$5,125,000.00
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Less:
Excess of 1918 federal taxes
actually paid over amount
provided at Dec. 31, 1918..
$ 100,000.00
Cash dividend paid on pre
ferred stock:
January 31, 1919............... $ 20,000.00
April 30, 1919....................
20,000.00
July 31, 1919.......................
20,000.00
October 31, 1919................
15,000.00
75,000.00
Dividends paid on common
stock:
In cash:
February 28, 1919.......... $250,000.00
August 31, 1919.............. 250,000.00

In stock:
August 31, 1919.......
Preferred stock redemption
fund ..............................

500,000.00
1,000,000.00

375,000.00

2,050,000.00

$3,075,000.00
You are also informed that the company was organized on January 1,
1910, with an authorized and issued capital of $4,150,000.00, divided as to
Preferred stock .................................................... $1,650,000.00
Common stock ......................................................
2,500,000.00
You are further informed that of this capital $1,000,000.00 common
stock was sold to an underwriting syndicate for cash at par, less 6% com
mission, and that the remainder of the stock was issued to the vendor
company in acquisition of the business property, goodwill and other assets
taken over. The capital stock outstanding has been unchanged from the
date of organization to January 1, 1919, except as to the redemption of the
preferred stock indicated, which took place March 31, 1917. The book
values of the fixed properties are based on an appraisal made by an ap
praisal company as at March 1, 1913. In addition to the common stock
dividend paid during the year, the company issued a further $1,000,000.00
common stock, which was sold for cash at par as follows:
August 31.................................................................. $500,000.00
October 31.................................................................
500,000.00
On October 31, 1919, it also redeemed for cash and retired preferred
stock at par to the amount of $375,000.00.
You may assume the company was not engaged on any government con
tracts throughout the year 1919.
Prepare draft statements showing
(1) The amount of the company’s “invested capital” for the year, which
the treasury authorities will recognize for the purpose of computation of
the taxes.
(2) The taxable net income for the year.
(3) The amount of income and excess-profits taxes assessable for the
year. Excess-profits exemptions for 1919 were 8% of invested capital plus
$3,000.00. Excess-profits rates for 1919 were:
First bracket ...................................................................... 20%
Second bracket ...................................................
40%
Income following in first bracket is that portion thereof not exceeding
20% of invested capital. Income-tax rate for 1919 was 10%, with ex
emptions of $2,000.00.
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$25,160,000.00

Sales ...........................................
Cost of sales............................... $15,000,000.00
Selling expenses .........................
3,500,000.00
Advertising ................................
500,000.00
Collection expenses...................
200,000.00
Conting’t loss—accts receivable.
200,000.00
General office salaries................
100,000.00
Profit-sharing bonus of ex ’tives.
250,000.00
Real & personal property taxes..
50,000.00
Capital-stock tax .......................
5,000.00
Special assessments....................
10,000.00
Life insurance policy premiums.
5,000.00
Contributions—public subs’tion..
25,000.00
Employees’ welfare contrib’ions.
30,000.00
Div.—domestic corporations....
Div.—foreign corporations.......
Interest received.........................
Interest paid ..............................
250,000.00
Bond discount written off.........
10,000.00
Exp’ses in floating capital stock
50,000.00
Provision for federal taxes .......
2,000,000.00
Inventory reserve.......................
500,000.00
Net profits per books............. 2,475,000.00
Non-allow’le deductions (net)
Net taxable income................
$25,160,000.00

100,000.00
50,000.00
10,000.00

$25,000,000.00

December 31,1919
Debit
Credit

Trial balance

$2,740,000.00

50,000.00
2,000,000.00
500,000.00

10,000.00
5,000.00
25,000.00

$ 150,000.00

$2,740,000.00

2,640,000.00

$ 100,000.00

Non-taxable income and
non-allowable deductions
Debit
Credit

$25,160,000.00

5,115,000.00

250,000.00
10,000.00

30,000.00
100,000.00

$15,000,000.00
3,500,000.00
500,000.00
200,000.00
50,000.00
100,000.00
250,000.00
50,000.00
5,000.00

$25,160,000.00

100,000.00
50,000.00
10,000.00

$25,000,000.00

Taxable income and
allowable deductions
Debit
Credit

Showing reconciliation between net profits per books and taxable net income year ended December 31, 1919

WORKING TRIAL BALANCE — PROFIT AND LOSS ACCOUNT
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Solution, Question 1 (by Eric L. Kohler)
(a) Net taxable income:

Students’ Department
COMMENTS

(1) No details are given on provisions for depreciation, capital and
revenue expenditures, etc.
(2) Collection expenses are assumed to have been actually expended
and not included in part in the bad-debt reserve.
(3) By adding the year’s provision for bad debts to the reserve at the
beginning of the period and deducting the balance at the end the excess of
bad debts collected over bad debts charged off is ascertained.
(4) The capital-stock tax is deductible (see art. 132).
(5) Special assessments for local benefits are not deductible unless for
repairs.
(6) Premiums on life insurance policies are deductible only when the
taxpayer is not a beneficiary thereunder. The principal, when paid, consti
tutes tax-free income to the individual, but taxable income to the corporation,
in spite of the non-deductibility of premiums (art. 294, revised).
(7) Contributions to charitable and other corporations not subject to
income tax are not deductible. However, donations to a pension fund con
trolled by employees or expended for the benefit of employees during the
year is regarded as additional compensation to such employees and is de
ductible.
(8) Dividends from domestic corporations and from foreign cor
porations subject to United States income taxes are included in gross income
and also in allowable deductions, and are therefore not subject to tax.
Dividends from other foreign corporations are taxable. It is assumed that
the foreign dividends here fall into the latter class.
(9) Bond discount written off is deductible if computed in accordance
with standard accounting practice.
(10) Expenses connected with the issuance of capital stock are re
garded as capital expenditures and therefore not deductible, no matter what
procedure is followed on the corporation’s books.
(11) Federal income and excess-profits taxes or provisions therefor
are regarded as distributions of profits rather than expenses.
(12) The addition to the inventory reserve is deductible if it repre
sents the difference between cost and market. On the balance-sheet, how
ever, the $500,000.00 provision for 1920 has been added to a similar pro
vision existing at the end of 1919, and has all the appearance of a contingent
reserve rather than a valuation account.
(b) Invested capital:
Capital stock, surplus and reserves:
Capital stock:
Preferred ............................................ $1,500,000.00
Common ...............................................
2,500,000.00 $4,000,000.00
2,150,000.00
Earned surplus ........................................
' Appropriated surplus and non-deductible
reserves:
Contingent reserve............................... $ 250,000.00
500,000.00
Inventory reserve ................................
100,000.00
Bad-debt reserves................................
700,000.00
Provision for federal taxes..................
Preferred stock redemption fund.....
150,000.00 1,700,000.00
$7,850,000.00
Total .............................................
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Less deduction on account of goodwill:
Goodwill acquired in 1910 for stock....... $1,500,000.00
Less limitation to 25% of par value of
stock outstanding March 3, 1917 (i. e.,
25%, $4,150,000.00)...........................
1,037,500.00
462,500.00
Balance ....................................................
$7,387,500.00
Changes in invested capital during year:
Additions—Common stock sold:
Aug. 31: 123/365 of $500,000...............
Oct. 31: 62/365 of $500,000................

$ 168,493.15
84,931.51

Deductions:
Federal taxes 42.260274% of $800,000. $ 338,082.19
Dividends:
Jan. 31: 335/365 of $20,000.00.............
18,356.16
210,273.97
Feb. 28: 307/365 of $250,000.00.........
The remaining dividends paid during
1920, as well as the retirement of
preferred stock, are amply covered
by profits earned during year.......
Deduction on account of inadmissible asset:
Percentage as shown below (2,096%) ...
Balance—invested capital for tax pur
poses .............................................

253,424.66
$7,640,924.66

566,712.32
$7,074,212.34
148,275.49

$6,925,936.85

Federal taxes are regarded as being paid from the surplus of the
prior year; the fraction for 1920 is 42.144809%. The difference between this
rate and the 42.260274% under “deductions” above is caused by the fact that
1920 had 366 days. This computation is, of course, based on the exact
number of days.
COMPUTATION OF INADMISSIBLE PERCENTAGE

Average inadmissibles held.........................................

$250,000.00

Average all assets held
---------------- 1920
Particulars
January 1
December 31
Total per balance-sheet................................ $11,450,000.00 $15,530,000.00
Less—Depreciation reserve........................... $ 500,000.00 $ 700,000.00
Reduction of goodwill...........................
462,500.00
462,500.00
Capital surplus (revaluation)................
500,000.00
500,000.00
$ 1,462,500.00 $ 1,662,500.00
Balance—admissible and inadmissible assets. $ 9,987,500.00 $13,867,500.00

Average for year (½ sum).........................

Ratio of average inadmissibles to average
all assets ........................................
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2.096%
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COMMENTS

(1) It may be noted here that reasonable commissions on the sale of
stock are an admissible asset, inasmuch as they may not be deducted from
gross income (T. B. R. 40).
(2) The portion of the capital surplus account which represents realized
appreciation (i. e., the excess of allowable depreciation deductions based on
1913 valuations over similar computations based on cost) may be included
in invested capital. However, the entire amount has been excluded, since
the problem is silent on depreciation provisions.

(c)

Computation of tax payable:

The tax payable may be computed according to the formula applicable
to cases in which the invested capital exceeds $71,428.57 and the net taxable
income is more than 20% of the invested capital, as follows:
Formula: 46% income — 5.04% invested capital — $740.
Solving:

46% income........................................
$2,352,900.00
Less—5.04% invested capital............ $349,067.22
Specified exemption..........................
740.00
349,807.22

Tax payable ......................................

$2,003,092.78

Question 2:
A company was incorporated as of January 1, 1920, to take over certain
mines. The properties had been operated for some time by a receiver, the
bondholders having bid in the properties at a foreclosure sale through a
committee which turned over the properties to the new company.
The plan of reorganization provided for the issuance to the bondholders
of the old company of $1,000,000.00 preferred stock and 10,000 shares of
common stock of no par Value of the new company, being its entire capital
ization. An arrangement was made whereby the stockholders receiving such
securities returned to the treasury of the new company as a donation 2,500
shares of common stock, with the understanding that such shares should be
issued to the president for services to be rendered during the next five years,
delivery of such stock to be made to him 1/5 at the end of each year.
The properties and assets acquired by the new company were as follows:

Mines and fixed properties.........................................................
Current assets.............................................................................

$1,800,000.00
300,000.00

Less current liabilities...............................................................

$2,100,000.00
200,000.00

Net assets ............................................................................

$1,900,000.00

(1) Prepare an opening entry to record the acquisition of the properties
and capitalization.
(2) How would you treat the 2,5000 shares donated by the stock
holders ?
(3) How would the accounts of the next five years be affected by de
livery to the manager of 1/5 of such donated stock at the close of each year?
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Solution, Question 2:
(1) Opening entry:
Mines and fixed properties................ $1,800,000.00
Current assets....................................
300,000.00
Current liabilities ..............................
$ 200,000.00
Capital stock preferred.......................
1,000,000.00
Capital stock common—no par value.
900,000.00
To record acquisition of assets and
assumption of liabilities of the-Company in receivership and the
issuing to the bondholders in con
trol of said company the following
stock for the net assets:
10,000 shares preferred—par 100
10,000 shares common—no par

(2)

Treatment of donations:
Treasury stock—common. $225,000.00
Capital surplus....................................
To record donation of 2,500 shares of
no par value stock to be paid to
president for services, at the rate
of 500 shares a year for 5 years.

$225,000.00

(3) An entry should be made at the close of each year charging salaries
and crediting treasury stock $45,000.00.
The charge should be made to salaries and not to capital surplus, because
the president’s salary is an operating expense—the fact that it is paid in
assets which have been donated is immaterial. The two transactions are
distinct. The gift is an extraneous affair not related to operations. The
salary is an operating charge affecting the operating surplus.
It might seem that the entry each year should be made at the value of
the stock on the various dates instead of at $45,000.00. Suppose, for in
stance, that earnings of $150,000.00 have been credited to the capital stock
common account at the end of the first year. The value of the outstanding
common stock would be (assuming that preferred dividends have been
paid) :
Capital stock common:
Paid in ................................................................................. $ 900,000.00
Earnings ..............................................................................
150,000.00
Total ............................................................................. $1,050,000.00
Less treasury stock.............................................................
225,000.00
Net ......................................................................................
825,000.00
Add capital surplus.............................................................
225,000.00
Value of 7,500 shares outstanding....................................... $1,050,000.00
Value per share of outstandingstock..................................
140.00
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If an attempt were made to make the entry for $140.00 x 500, or
$70,000.00, the debit to salaries would be offset by a credit to treasury stock
of $45,000.00 and a credit to surplus of $25,000.00. The extra charge to
salaries and credit to surplus would offset each other without accomplishing
anything. While the president would receive securities worth more than
$45,000.00, the extra value is not paid by the corporation, but is the result
of, or rather results in, a reduction of the book value of all common shares
to an amount less than $140.00.
INCOME TAX AND BONUS

On pages 231 to 234 of the September, 1920, issue of The Journal of
Accountancy there appears a letter from a reader of the Students’ De
partment explaining a short method of computing the amount of a bonus to
be paid to an employee of a corporation when the federal income and
excess profits taxes are to be considered an expense before arriving at the
basis of the tax. One sentence of this letter is misleading and should be
corrected. This sentence is on page 233, and reads as follows:
“When the bonus comes out of the 40% bracket the amount of the bonus
before figuring taxes plus 4.8217813% of itself will give the final bonus.”
The sentence should read as follows:
“When the bonus comes out of the 40% bracket, the amount of the bonus
after figuring taxes as though the bonus were not an allowable deduction,
plus 4.8217813% of itself will give the final bonus.”

Pace & Pace, New York, announce that Charles T. Bryan has been
admitted to the firm.
August J. Saxer announces the removal of his office to suite 802 La Salle
building, St. Louis.

Edward Clifton Smith announces the removal of his New York office to
15 Park Row.
Charles Frost announces the opening of an office at 1482 Broadway,
New York.

George K. Hyslop announces the opening of an office at 42 Broadway,
New York.
William Topper announces the removal of his office to 29 Broadway,
New York.
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Marwick, Mitchell & Co. announce the opening of an office in the
Horter building, Plaza de Armas, Obispo and Oficios streets, Havana, under
the supervision of S. L. G. Sutherland, with R. J. Austin as resident
manager.

William D. Brash and M. L. Blanchard announce the formation of a
partnership under the name of Brash & Blanchard, with offices at 18
Asylum street, Hartford, Connecticut, and World Tower building, New
York.
Scovell, Wellington & Co. announce that the following have been ad
mitted to partnership in the firm: J. Chester Crandell, F. Richmond Fletcher,
William A. Schick, Harold S. Morse, Horace G. Crockett.

E. L. Bundy, M. A. Bundy and H. A. Raun announce the formation of
a partnership under the designation Commercial Accounting Association,
with offices at 842 Book building, Detroit, Michigan.
William Dillon, 67 Milk street, Boston, Massachusetts, announces that
Schuyler Dillon has been admitted to the firm, which will continue in prac
tice under the name of William Dillon & Son.
Snyder & Co. and Richter & Co. announce the consolidation of their
practices under the firm name of Richter & Co., with offices in the Farmers’
Bank building, Pittsburgh, Pennsylvania.
James F. Welch announces that he has admitted James J. Hastings to
partnership. The firm name will be Welch & Hastings, with offices in
Paterson, New York and Washington.

Smith & Scheming Audit Company, of Green Bay, Wisconsin, announce
the admission to partnership of Frank J. Jonet and the change of the firm
name to Smith, Scheuring & Jonet.
MacHugh, Hill & Co., 277 Pine street, San Francisco, California, an
nounce that they have succeeded to the practice formerly conducted by
MacHugh & Garretson.
Arthur Young & Co. announce the opening of an office at 416 Pacific
Finance building, Los Angeles, California, under the direction of George E.
Dell, resident partner.
Frederick B. Emerson announces the opening of an office at 522-523
North American building, Philadelphia, Pennsylvania.
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IX

American Institute of Accountants
List of Officers, Members of Council and Committees
1920-1921
OFFICERS
President..................................... Carl H. Nau, 901 American Trust Bldg., Cleveland, Ohio.
Vice-Presidents
Hilton, 718 Bank of Commerce Bldg., Norfolk, Va.

Treasurer..................................... J. E. Sterrett, 54 William Street, New York.
Secretary.................................... A. P. Richardson, 1 Liberty Street, New York.
Members of the Council
For Five Years:
For Three Years:
John F. Forbes...........................California
Harvey S. Chase......... ...Massachusetts
J. Porter Joplin.............................. Illinois
J. D. M. Crockett...................... .Missouri
Waldron H. Rand.............. Massachusetts
W. Sanders Davies................... New York
Frederick A. Ross.......................... Illinois
Page Lawrence............................ Colorado
Frederic A. Tilton.................... Michigan
Ernest Reckitt................................. .Illinois
Elijah W. Sells........................... New York
W. A. Smith.............................. Tennessee
Wm. Jeffers Wilson.............. Pennsylvania
Edward L. Suffern................... New Jersey
For Four Years:
For Two Years:
Hamilton S. Corwin.............. New Jersey
J. S. M. Goodloe....................... New York
Ernest Crowther................... Pennsylvania
Elmer L. Hatter.................. ...Maryland
Edward E. Gore............................. Illinois
Clifford E. Iszard...................... Delaware
Charles S. Ludlam...................New York
J. Edward Masters........... Massachusetts
Overton S. Meldrum................... Kentucky
James S. Matteson..................... Minnesota
Adam A. Ross ..................... Pennsylvania
Robert H. Montgomery........... New York
C. M. Williams...................... Washington
W. Ernest Seatree................ .....Illinois
For One Year:
Joseph E. Hutchinson.................. ..Texas
Walter Mucklow.............................Florida
F. W. Lafrentz............ .............. New York
John B. Niven........................... New York
W. R. Mackenzie......................... Oregon
John
Ruckstell................... California
F. F. White...... . ................ .. .New Jersey
Board of Examiners
For Three Years:
For Two Years:
John F. Forbes.................. .. .California
F. H. Hurdman.............. ........ New York
Charles E. Mather.................. New Jersey
J. C. Scobie......................... . .New York
Waldron H. Rand............ Massachusetts
Arthur W. Teele......................... New York
For One Year:
W. P. Hilton................................. Virginia
John B. Niven, Chairman... .New Jersey
Ernest Reckitt.............................Illinois
Auditors
Horace P. Griffith............ Pennsylvania
Edward P. Moxey........... . Pennsylvania
COMMITTEES
Executive Committee
The President, Chairman............. Ohio.
W. Sanders Davies................... New York
The Treasurer...........................New York
John B. Niven........................... New Jersey
H. S. Corwin............................ New York
T. Edward Ross.................... Pennsylvania
E. W. Sells...............................New York
Committee on Professional Ethics
F. F. White, Chairman............ New York
John F. Forbes............................ California
J. D. M. Crockett..................... Missouri
J. Porter Joplin................................ Illinois
J. E. Masters........................Massachusetts
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$9.50

L. L. B. BRIEF CASES
Are Made of the Best Quality Sole Leather in Attract
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No. 1643—Brief Case, size 16 x 10 with 3 pockets,
best grade sole leather, in black, tan, brown
and black grained, lock and key, $9.50.
No. 4316—Double Section, leather lined Brief
Case, size 16 x 10, pocket in lower section is
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papers, also 4 pencils.
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THETAXATION OF EXCESS PROFITS IN GREATBRITAIN
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A Report prepared for the Committee on War Finance of the American Economic Association
By
ROBERT MURRAY HAIG, Ph. D.
Associate Professor, School of Business, Columbia Unversity

Assisted by
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RONALD
Publications on

Business

The accountant, from his records, must supply the data on which
business control is based. He must be prepared to give instant advice
on matters of business policy. He will find definite help in performing
these functions, in the form of up-to-the-minute, effective accounting
procedure and sound, progressive methods of executive direction in the
new Ronald Magazine—

ADMINISTRATION
The Journal of Business
Analysis and Control
Such typical articles as those described below, selected from past and
forthcoming issues, will be of specific assistance to every accountant,
whether in public practice or in a commercial organization.
Relation of Cost Department
to Other Departments
By J. LEE Nicholson; Certified Public Accountant;
Ex-President, National Association of Cost Ac
countants.
A helpful article emphasizing the routine of the cost
department. Mr. Nicholson is widely known for his
work in developing standard cost systems and needs
no introduction.

Factory Control Through Accounts
and Statistics
By J. p. Jordan; Vice-President, C. E. Knoeppel and
Company, Industrial Engineers.
This article discusses the development, in modern
business, of executive control through accounts and
statistics instead of through personal relations, and
blocks out the methods this change has necessitated.

Methods in Credit Accounting
By Charles M. Neubauer; Chief of Accounting
Division, Credit Department, Irving National Bank,
New York.
A full explanation of how banks determine the ad
visability of extending loans—the elements of risk in
volved; statements required; their analysis and inter
pretation from the credit standpoint.

Revision of the Excess Profits Tax
By Milton Rindler; formerly with the Treasury De
partment as Federal Tax Investigator.
Deals with a topic of great importance in the business
world. This article points out some of the principal
defects and inequities of the law and offers sugges
tions for their elimination or correction.

Combination Bonus and Production
Control
By Clinton E. Woods; Industrial Engineer; Receiver
for the Bethlehem Motors Corporation.
Mr. Woods gives in the February issue a pay-plus
plan of paying labor, and, in March, a production
control system which makes the plan feasible. To
gether, these elements constitute a complete cost
system.

Solutions to Business and Accounting
Problems
Each issue contains representative problems con
fronting business men, with full solutions worked out
by business and accounting experts. Topics con
sidered so far include accounting problems of execu
tives, accounts of contractors, and the computation
of federal taxes.

144 Paget in Every Issue—Fully Indexed—Illustrative Forms and Charts—
Reviews of Publications—Chronicle and Comment.

Subscribe Now For This Magazine
and see for yourself its value to you as an accountant. Get each month its specific aid
in your work. Build a permanent file, of it for reference—you need not miss any
issues if you subscribe now. Use the coupon below.

The Ronald Press Company
THIS SUBSCRIPTION BLANK NOW

.. .

.. .....

20 Vesey Street, New York City
Please enter my subscription for “Administration, The Journal of Business Analysis and Control

The Ronald Press Company,

for one year (12 issues). Invoice for the subscription price, $5.00, will be sent me with the first copy.
Canadian subscription $5.50; Foreign $6.00.)
300
Name.....................................
Business Firm and Position
Street and No.......................
City........................................
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Mathematics

COST ACCOUNTING

for the

For MEN and WOMEN

Accountant
New Edition
Just off the Press
By Eugene R. Vinal, A. M.,
Professor of Actuarial Mathematics and Ac
counting, School of Commerce and Finance,
Northeastern College, Boston.

The book is a comprehensive treatment
of the entire subject in fourteen chapters.
Reduced to a basis of Arithmetic and com
mon sense, it may be used profitably by
both practicing accountant and student.
Accounts Current, Powers and Roots,
Logarithms, Annuities, Sinking Funds,
Amortization, etc., are among the subjects
treated.
The new edition contains the following
Logarithmic Tables:
Table I.
The Compound Amount of
One Unit.
Table II. The Present Worth of One
Unit.
Table III. The Amount of Periodic
Payments of One Unit
Bach.
Table IV. The Present Worth of
Periodic Payments of One
Unit Each.
Table V. The Periodic Payment That
Will Amount to One—The
Sinking Fund.
Table VI. Effective Rate Factors.
Table VII. Ten Place Logarithms of
the Interest Ratios.

Our course in Cost Accounting is
designed to prepare men and women
for work as cost accountants, so much
in demand just now by the Govern
ment.

Othercoursesinclude Accountancy,
Auditing, Business Law, and Special
Post-Graduate Problems preparing for
C. P. A. Examination.

Send for catalog. Personal service
of R. J. Bennett, C. A., C. P. A.

Bennett Accountancy Institute
261 Farragut Street, Philadelphia, Pa.

Analysis Paper
Manufacturer

from

Buff and White in 50 Sheet Pads
20 lb. Excellent Bond Stock
Gross
Quantity Description Pads Dozen Each
...... . 14 column wht. $102 $9.80 $.90
7
“
“
51
4.90 .45
14....... “..... buff.... 102..... 9.80... .90
........ 7
“
“
51
4.90 .45
WE SPECIALIZE IN SPECIAL RULED
AND PRINTED CARDS AND SHEETS

Biddle Business Publications, Inc.,
19 W. 44th Street, New York, N. Y.

Fill in the quantity and mail to

Gentlemen: Please send me Mathematics for the
Accountant for 5 days’ examination. I will either
return the book or remit, $3.00 within the specified
time.
Name...................................................................................
Address................................................................................
Business...................................................... ........................
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HYGRADE STATIONERY CO.
New York City

82 Duane St.,
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----------REVISION OF PRICES

Income Tax
Cyclopedia

CENTURY “DE LUXE” PORTFOLIO (Illustrated)
Style and Size

3-Pkts.

507—17"x11½"................ $16.50
508—18"x12".....................
17.50

4-Pkts.

$17.50
18.50

Sent PREPAID anywhere in the U. S. upon receipt of
price. Money immediately refunded if not satisfactory
in every respect.
Made of heavy English Bridle leather. Black, Russet,
or Cordovan. Solid shawl straps and adjustable handle.
Three or four wide pockets, and small pocket, 5” x 9”,
with flap closed by snap buttons, for memo books, pen
cils, etc. Hand-made gold finished staple and hooks for
padlock. Strong suspending lock with key.
CENTURY Portfolios, Brief Cases and Secretary Cases
—some priced as low as $3 —described in our Catalog
"JJ." Sent on request.
CENTURY LEATHER CRAFTS COMPANY
350 Broadway
New York City

Cost Accounting
through
Nicholson Training
opens the door to one of the highest paid
positions in the modern business world.
The Nicholson trained cost accountant
holds an enviable position in the business
world,—he is master of any accounting
emergency or problem, he has been schooled
by one of the best known men in the cost
accounting profession, J. Lee Nicholson,—
he is a valuable asset to all organizations and
his services are always in demand. Write
today for “Greater Achievement Through
Cost Accounting” and full particulars how
to obtain the Nicholson diploma.
Resident and Correspondence,
Basic and Post-Graduate Courses

J. Lee Nicholson Institute
of Cost Accounting, Inc.,
Room 337 Transportation Bldg., Chicago

A book of over 1200 pages covering the
entire field of Federal Taxation, including
Excess Profits Tax. It is radically different
from anything else on the market and is the
most up-to-date as it contains amended
regulations issued by the government up
to January 28th, 1921.
It is the only book, so far as we know,
which contains all of the following features:
1. Regulations 45 Annotated.
2. Regulations 33 and 41 upon which
are based the present examination
of previous income tax returns.
3. Comparison of Titles and Sections
of the Revenue Acts of 1917 and
1918 applicable to Income and
Profits Taxes.
4. All the return forms.
5. Index by Forms by which you can
take any article in any form and
find the Regulations governing it.
6. Laws and Regulations Cross-in
dexed.
7. Ruling Finder in Digest form.
8. Table of Cases by Subjects.
9. Over 1300 rulings and many other
features including:
SPECIAL SERVICE: In addition to
the book, every purchaser will be entitled
to supplements issued during the calendar
year, which will constantly keep his book
up-to-date.
These supplements will be
issued through our business magazine—
THE EXECUTIVE—and will contain
those changes which are made in the law,
as well as an account of the most important
decisions.
The price of the book with supplementary
material is $10.00. Without the supple
mentary material $8.00.

Biddle Business Publications, Inc.,
19 West 44th Street, New York, N. Y.

Gentlemen: Please send a copy of Income Tax
Cyclopedia for five days’ examination, with Special
Service Supplements. I enclose $10.00 which is to
be refunded to me provided I am dissatisfied with the
book and return it within the specified time.

Name
Address
Business
Note: If you do not wish the Special Service Sup
plements change the coupon accordingly and remit
$8.00.
Dept. J-2
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Classified Advertisements
Copy for Want Ads must be in our hands bythe22d of the mouth preceding the date of issue. Terms $8.00 an inch payable in advance.
HELP WANTED

Income Tax Department
Senior assistant in above department of old established
(Christian) C. P. A. firm; public accounting experience
desirable; unusually attractive opportunity.
State full
particulars, confidentially, with commencing salary expected
Address Box 370 c/o Journal of Accountancy

Permanent positions for
several competent sen
iors qualified, by experience, to undertake important
work for well-known New York firm of public account
ants. Knowledge of Federal Tax laws desirable. Sal
ary based on applicant's experience and worth. Ap
plications, which must state qualifications in detail,
ago, etc., will be held in strict confidence.

Senior Accountants

Address Box 364 c/o Journal of Accountancy

SITUATIONS WANTED

SITUATIONS WANTED

Certified Public Accountant(N. H.)
formerly traveling Auditor, Internal Revenue Department.
Washington, D. C., with considerable experience in account
ing and tax matters before the Treasury , Department,
having small but desirable practice, desires to either associate
himself with large firm of accountants or act as New York
representative. References exchanged.
Address Box 367 c/o Journal of Accountancy

High grade executive of broad,
practical experience in indus
trial management, auditor, organizer and financial manager,
competent to plan and install modern cost and accounting
systems. 17 years’ experience, age 40, American, married.
Would consider connection with progressive corporation.
Preferably middle west. Present salary $5,000.

Situation Wanted

Address Box 365 c/o Journal of Accountancy

Accountant - Auditor - Systematizer
Connection desired with C. P. A.’s, Industrial
Engineers or with their clients.
Advertiser has a thorough grounding in general
and cost accounting. Fourteen years of diversi
fied experience from assistant to Supervising and
Chief Accountant, in full charge of the accounting
departments of several of New York City’s lead
ing concerns. Accustomed to volume, intricate
detail, handling of help and dealing with big men.
Versed in foreign exchange and its detail. Ex
ceptionally strong with natural tendency to
organizing accounting departments, revamping
accounting and factory systems and assuming
control of accounting departments in executive
capacity.
Public accounting experience consists of former
association with Certified Public Accountant for
Over six months, financial reverses causing dis
solution.
Well acquainted with rudiments of
public work; audits conducted without super
vision; reports prepared.
Thirty years of age, American, clean cut, posses
sing impressive personality, and of good address.
Basic accounting training supplemented by recent
completion of C. P. A. preparation course with
Vannais Accounting Institute: Cost Account
ing with Bennett Accountancy Institute: In
come Tax with U. S. Tax Law Institute and
Walton School of Commerce.
Concerns desiring applications filled out for
future consideration, etc., please do not reply.
No objection to traveling.
Address Box 368 c/o Journal of Accountancy

Are You in Need of an Efficient
Addition to Your Staff ?
A young man, 22, accountancy student, four years’ experi
ence as Auditor of a corporation, desires placement with a
reliable firm of Accountants. Knowledge of stenography
and typewriting. Best references.
Address Box 369 c/o Journal of Accountancy

with ten years' experience in corporation and
cost accounting, sixteen months as auditor
mtn internal Revenue Bureau on consolidated returns, now
engaged in public accounting, desires position with public
accounting firm. Competent to render constructive service
and solve Federal tax problems. Salary $3,600.00

C. P. A.

Address Box 373 c/o Journal of Accountancy.

MISCELLANEOUS

P. A. (N. Y.)—High grade
C. P. A. (N. Y.) C.
man with long, varied public
accounting experience, embracing cost system and tax work,
etc., desires association on partnership basis with firm of
practicing accountants or individual of unquestioned integrity
and reputation.
Address Box 372, c/o Journal of Accountancy.

C.P.A.(N.Y.)—An established
Partner Wanted by
and progressive firm of Account

ants will entertain a partnership proposition with one having
some practice.
Address Box 374, c/o Journal of Accountancy

Wanted by middle aged Accountant in public
practice for strictly private review work in
preparation for next American Institute and C. P. A. Exam
inations. One or more (but only a limited number) other
accountants of like intent are invited to join the advertiser.

Coacher

Address Box 366 c/o Journal of Accountancy

of broad experi
seeks
a
partnership with a good firm of Certified Accountants.
Advertiser has been successful with constructive account
ancy problems, having installed systems for several promi
nent manufacturing and public utility enterprises.

An Accounting Executive ence

Address Box 371 c/o Journal of Accountancy

ANALYSIS PAPER
Buff and White—Four grades—
4 to 28 columns wide, in variety
of styles, always carried in stock,
padded or loose.
Send for price list and samples,

L H. BIGL0W & COMPANY, Inc.
24 BEAVER STREET
NEW YORK
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